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THE TAXATION OF INDIVIDUALS 


Personal tax problems 





How you can reduce over-all tax on sharply 


peaked income from personal services 


by ADRIAN A. KRAGEN and BABETTE BARTON 


The only real pain-killer for the taxpayer suffering from exceptionally high income 


for a short period of time is, of course, allocating the income to earlier or later 


lower-income years or, best of all, converting it into capital gain. Professor Kragen 


and Miss Barton explore the possibilities in the Code for doing this for the benefit 


of the highly paid entertainer. Tax counsel for entertainers have been in the 


forefront in developing both deferred compensation arrangements and plans for 


using individual talents to create salable properties. However, tax planning for 


entertainers is adaptable to the needs of other highly talented and highly com- 


pensated individuals; they, and their tax advisers, will find a storehouse of pertinent 


suggestions in the plans analyzed and assessed in this article. 


— 451 oF THE Cope clearly 
states that gross income shall be in- 
cluded for income tax purposes in the 
“taxable year in which received” unless 
the taxpayer’s accounting method re- 
quires a different year of inclusion. The 
cash-basis taxpayer who renders services 
in a particular year, but has no claim 
for those services in 
the year, would therefore seem not to be 


to remuneration 


required to include such payments in 
income until received. 

tax evasion two 
rules have evolved. The first is that the 


To avoid obvious 
cash-system taxpayer has income when 
he has received the equivalent of cash. 
Although there has been substantial ex- 
pansion of the “equivalent of cash” con- 
cept beyond its original meaning of 
property having a fair market value, 
there does not appear to have been any 
case holding that a simple promise to 
pay in the future could be treated as a 
cash equivalent. In fact, the courts con- 
sidering contracts of sale have generally 
held that, if the only document evi- 
dencing the deferred payment is the con- 
tract of sale, the payments are included 
in income as cash is actually received.1 
Although the weight of the judicial 
opinion appears to favor non-taxability 
of the pure contract, each case must be 
considered on its facts. Mertens has ex- 


pressed the view that, if the contract has 
a fair market value, then it should be 
considered as the equivalent of cash and 
taxed at its fair market value? when the 
contract is executed. However, this view 
would not appear to be supported by 
the cases, which would distinguish be- 
tween normally negotiable instruments 
and documents which do not ordinarily 
pass in commerce.’ Although the lan- 
of the cases somewhat 
loosely includes ‘“‘with no readily ascer- 


guage in some 
in the criteria 
for non-taxability, it appears that this 
factor was not really considered by the 
courts. 


tainable market value” 


The second rule, constructive receipt, 
applies to income credited or set apart 
for the taxpayer without substantial 
limitation or restriction. The construc- 
tive-receipt rule has been the one most 
the Commissioner in 
the effort to prevent the deferral of 
compensation. 


relied upon by 


Originally the doctrine of constructive 
receipt was applied only in quite obvious 


instances. In recent years, however, 


there has been an increasing tendency 
to apply the doctrine in proper cases, 
both for and against the Government.5 
This trend makes it extremely important 
that a deferred compensation agreement, 
which the writers of this paper believe 


to be a legitimate device, be drafted so as 
clearly to avoid the application of the 
constructive-receipt concept. The courts 
have repulsed the Commissioner in his 
effort to invoke the doctrine of construc. 
tive receipt in deferment cases generally 
unless in the particular instance there 
was a showing of an actual “turning his 
back” on income by the taxpayer after 
it was due and payable. Where the tax- 
payer, prior to such time, entered into a 
deferment arrangement, the courts have 
denied constructive receipt even though 
the amount was determined and the 
services to which the income related had 
been rendered. For example, in Howard 
Veit, 8 TCM 919 (1949), the taxpayer 
was to be paid in 1942 $87,000 as his 
share of 1940 profits. As part of a new 
employment contract, executed late in 
1941, at the request of the employer, it 
was agreed that this 1940 profit share 
should be paid in five equal install. 
ments, covering the years 1942 to 1946, 
In Oates, 207 F.2d 711 (7th Cir. 1953), 
the taxpayer agreed less than 30 days 
before retirement to a new arrangement 
for deferment of renewal commissions 
so that they would be evenly spread over 
a substantial period, rather than paid 
as received per the prior agreement. 
Although the Veit and Oates cases 
sustained modifications of old agree. 
ments, a deferred compensation agre- 
ment would~be less susceptible to ‘ 
that there was constructive 
receipt if it were an integral part of 
the original contract for services. This 


contention 


would constitute an effective insulation 
against the contention that the taxpayer 
“turned his back on as that 
phrase has been used in the construc 


income” 


tive receipt cases. 

An extremely important item in the 
formulation of a deferred compensation 
agreement is the complete elimination of 
any form 2% security to insure ultimate 
payment. The basic premise upon which 


it can be contended that there is no 


; ‘ Ae " 
immediate tax liability is that the agree- 


ment to pay is not the equivalent of 
cash, that there is nothing of value 





which can be considered as actually or | 


constructively received. Fundamentally, 
the potential payee is gambling that, 
when the time arrives for payment, he, 
as a general creditor of the payor, will 
be able to collect the amounts specified 
in. the agreement. The gamble, is, of 
course, motivated and justified by the 
fact that the major portion of the los, 
if any, will be borne by an involuntary 
participant, the United States Govern 


I 








Co 


the 
the 
ve: 
of 
sul 
me 
ni: 
tir 
cei 


th: 
at 

re} 
to 

th 
bu 
be 


fo 
pa 
lo} 








SO as 
the 
urts 
1 his 
truc- 
rally 
there 
g his 
after 
’ tax- 
nto a 
have 
ough 
the 
l had 
ward 
payer 
s his 
new 
te in 
er, it 
share 
Stall. 
1946 
953), 
days 
ment 
ssions 
| over 
paid 
it. 
Cases 
Agree- 
agre? 
‘eg 
ictive 
irt ol 
This 
lation 
payer 
that 
Sstruc- 


n the 
sation 
ion ol 
imate 
which 
is no 
agree: 
nt ol 
value 
lly or 
itally, 
that, 
it, he, 
, will 
>cified 
is, of 
ry the 
e Joss, 
intary 
overn: 








. 


ment. However, the taxpayer must run 
the risk of eventual non-payment to re- 
tain the tax benefits of the deferment. 
If the agreement provides for some type 
of security which makes payment cer- 
tain, the agreement to pay is tainted with 
value and to that extent is an immediate 
payment taxable in the year the agree- 
ment is executed and the security de- 
posited.6 The Government has also been 
victorious if the taxpayer has received 
an item capable of 
though the actual receipt of the cash 
was delayed until a subsequent year.? 
It is vital to the achievement of the pri- 
mary purpose of a deferment that all 
semblance of receipt of payment, either 
actual or constructive, be avoided.8 The 
Commissioner has been successful if the 
court could see the taxpayer turning his 
back on something of value presently 


valuation even 


available, even though not physically 
delivered. 


Contingencies 

The value of contingencies has led to 
the suggestion that there should be in 
the agreement preventing 
vesting or causing forfeiture in the case 


provisions 


of non-performance of advisory or con- 
sultant services or “on call” require- 
ments. It cannot be denied that a recog- 
nized bona fide provision for such con- 
tinuing services as a condition for re- 
ceipt of the deferred compensation 
would strongly reinforce the position 
that the income had not been received 
at the time the services were 
rendered. However, it is not reasonable 
to assume that in the majority of cases 
the payee would consent to substantial 
burdens after the primary services had 
been rendered, the failure to perform 
which would forfeit his right to payment 
for such primary services, or that the 
payor, at least if the deferment is for a 
long period, would actually desire or 
intend to avail itself- of such services. 
The bona fide nature of such provisions 


basic 


in the normal personal service contract, 
particularly in the entertainment indus- 
try, is, in the opinion of the writers, 
extremely dubious. Furthermore, it is 
the position of the writers of this paper 
that such provisions are only make- 
weights. The fundamental premise on 
which the annual accounting principle 
rests is that a cash-receipts taxpayer has 
income when it is actually or construc- 
tively received. The taxpayer has not 
received income if he, as a part of his 
contract of employment, makes an ar- 
rangement for payment in a subsequent 


period any more than if he had sold a 
desk, or a wheat crop, in one year and 
was paid in the next. 

A recent item in Time magazine about 
William Holden illustrates some of the 
advantages and disadvantages of the 
deferred compensation agreement. Time 
states: “For his Dotage. Actor-Business- 
man William Holden, who handcuffed 
Columbia Pictures to what seemed an 
historically profitable contract for his 
part in “The Bridge on the River Kwai,’ 
last week felt the contract’s manacles 
snapping around his own wrists. Sign- 
ing on for 10% of the gross, Holden, to 
keep taxes down, forced Columbia to 
add a clause providing for payment in 
sums not exceeding $50,000 a year. So 
far, so shrewd—but ‘Kwai’ has already 
grossed $8,500,000 and is expected to 
end up with at least $25,000,000; 40- 
year-old Bill Holden will not be fully 
paid until he is 90... . Columbia can 
earn $90,000 a year by investing Holden’s 
money.” It would appear that Time has 
some doubts as to the astuteness of Mr. 
Holden and his advisois in agreeing to 
(probably insisting on) a program of 
payment which will require his sur- 
vival to age 90 for a complete fulfill- 
ment, and which is so exceptionally 
advantageous to the employer. Time’s 
statement of the facts is correct; its in- 
ference that the contract was not a wise 
one is not. If Mr. Holden had negotiated 
for 10% of the gross receipts, payable 
as received, he would certainly have had 
out of a gross income of $2,500,000 a net 
return, after taxes, of $325,000 because 
he is today in the top period of earning 
and, as a result, in the top 
bracket for Federal income tax purposes. 
Under the agreement for payment of 
$50,000 a year, Holden, or his heirs, will 
have a net return that may be more 
than $1,500,000.9 Holden, in effect, has 
purchased an annuity for 50 years for 
himself and his family, yielding approxi- 
mately $30,000 a year after payment of 
taxes. It is certain that $325,000 would 
not have purchased any such amount. 
It is true, of course, that the eniployer 


power, 


1 Estate of Clarence Ennis, 23 TC 799 , (1955); 
Nina J. Ennis, 17 TC 465 (1951); Bedell, 30 F. 
2d 622 (2d Cir. 1929); C. W. Titus, Inc., 33 BTA 
928, 935 (1936); Mertens, Section 11.05. 

2 Ibid. at Section 11.06. 

* Nina J. Ennis, 17 TC 465, 470 (1951); Harold 
W. Johnston, 14 TC 560 (1951); Dudley T. 
Humphrey, 32 BTA 280 (1935); cf. Arthur E. 
Wood, 25 TC 468, 475 (1955). 

4 Travellers Ins. Co., 161 F.2d 93 (2d Cir. 1947); 
Moran, 67 F.2d 601 (1st Cir. 1933). 

5 McEuen, 196 F.2d 127 (5th Cir. 1952); Weil, 
173 F.2d 805 (2d Cir. 1949); Ross, 169 F.2d 483 
(1st Cir. 1948). 

® Williams, 219 F.2d 523 (5th Cir. 1955); Kueh- 
ner, 214 F.2d 437 (1st Cir. 1954). 

7 Lavery, 158 F.2d 859 (7th Cir. 1946); Cherokee 
Motor Coach Co., 135 F.2d 840 (6th Cir. 1943); 
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has the use of Holden’s profit share 
for an extended period, but this was (or 
should have been) taken into account 
in the determination of Holden’s per- 
centage of the gross receipts.1° 

Under the Code and cases as they 
presently exist, the writers believe that 
a deferred compensation agreement 
properly negotiated and executed would 
not be vulnerable to attack by the Com- 
missioner and would be a proper method 
of timing the taxable receipt of income. 
It should be realized, however, that the 
Commissioner has never completely con- 
ceded such validity to deferment and 
that the taxpayer using this method 
must be certain not to allow any vari- 
ance which would justify a determina- 
tion that there had been receipt of some- 
thing of value. 


Spreading income to prior years 


The spreading back of income to 
lower income years is available generally 
only to writers, producers and persons 
similarly situated and to their lawyers, 
agents and business managers. The law 
does not allow for that voluntary timing 
which is an integral part of the deferred 
compensation agreement. The theory of 
the spreadback is that an individual en- 
gaged in employment, writing a story or 
making an invention, the compensation 
for which is bunched im a single year, 
should not bear a heavier tax burden 
than he would have borne if the income 
were received in equal installments over 
the rendition of services, the writing or 
rewriting. This affords the writer, who 
suddenly finds his story a best seller, 
with the attendant rewards of that posi- 
tion, the opportunity to spread back, 
for tax computation purposes, a portion 
of his sudden riches to compensate for 
some of the earlier years of struggle. 
Similar provisions in principle are pro- 
vided in Section 1301 for the employee 
or independent contractor, with some 
comparatively minor differences in the 
Under Section 
1301, it is vital that the income be from 
“an employment.” This is defined by the 


mode of application. 


Charles F. Kahler, 18 TC 31 (1952); McEuen, 
196 F.2d 127 (5th Cir. 1952); Anderson, 170 F. 
2d 676 (4th Cir. 1948). 

8 Richards Estate, 150 F.2d 837 (2d Cir. 1945); 
J. D. Amend, 13 TC 178 (1949). 

® These computations are based on the assump- 
tion that Mr. Holden would receive the $2,500,000 
in the absence of deferment in years in which 
his net income from other sources exceeded 
$200,000 and that the agreed deferment is not to 
start earlier than 1960 and will continue over a 
long period of small income from other sources. 
If Mr. Holden’s income from other sources con- 
tinues to be large, the deferment will, of course, 
be of little or no value to him taxwise except in 
the case of the unlikely eventuality of substantial 
reduction of the rate in the top tax brackets. 
10 Time, Vol. LXXI, No. 22, p. 84, June 2, 1958. 


196 »° 


The Journal of Taxation 


[Adrian A. Kragen is professor of Law 
at the University of California School of 
Law, Berkeley; Babette Barton practices 
law in Berkeley, Calif. This’article is 
adapted from a longer, fully footnoted 
paper which appeared in the Southern 
California Law Review, volume 31, 
page 390.| 





Code as an arrangement or series of 
arrangements for the performance of 
personal services to effect a particular 
result. This Code definition is intended 
to eliminate the possibility of averaging 
employment on a variety of matters, but 
with a lump-sum payment in one year. 
In addition, the section requires the 
employment to cover at least 36 months 
from beginning to end. This, of course, 
does not require continuous activity 
under the employment. Finally, 80% 
of the total compensation must be re- 
ceived in a single taxable year. 

In planning under Sections 1301 and 
1302, it is important to be certain of 
the “beginning” date and the “comple- 
tion” date. Record keeping is vital to 
meet the problem of proof. A court in 
one case held that the commencement 
of a the 
germinating of an idea.”11 In another 
the Tax Court held that a 
mural was not commenced until the 
actual work on the finished product was 
begun, although it contained a number 
of figures previously developed.12 On the 
other hand, the keeping of a diary of 
war experiences for’ the 


work “connotes more than 


decision 


purpose of 
eventually using them in a book was a 
“commencement” within the meaning of 
the predecessor to Section 1302.18 


“Conversion” into capital gain 
Although averaging devices offer some 
relief to the high-bracket taxpayer, far 
greater tax savings can be effected by 
shifting potential earnings, not from one 
year to another, but rather from the 
category of ordinary income to the com- 
parative haven of capital gain. A simple 
comparison of the maximum 25% rate 
attributable to capital gains with the 
87% maximum rate on ordinary income 
reveals in itself the spectacular tax sav- 
ings promised by conversion of ordinary 
income to capital gain. Unfortunately, 
far less readily apparent is the means 
by which to accomplish this conversion. 
Meeting the challenge of conversion 
was not exceptionally difficult to achieve 
at a time, when the définition of capital 
assets was broad endtigh to include 
literary works, radio programs, musical 
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compositions and like concrete products 
of a taxpayer’s creative efforts. Under 
such circumstances, the author, enter- 
tainer, composer or other artist who re- 
lied on his personal services for a liveli- 
hood could embody his talents in tan- 
gible property and by straightforward 
sale realize capital gain. This relatively 
simple plan for converting the fruits of 
personal efforts into capital assets and 
reaping the financial harvest as capital 
gain was denied only to those who were 
deemed professionals holding the tangi- 
ble products of their personal efforts 
primarily for sale to customers in the 
ordinary course of business. 

The adoption in 1950 of the present 
rule ends the disparity in taxation of 
amateurs and professionals and the law 
now treats these two groups on a par, 
and equally harshly. This section speci- 
fically excludes from the definition of 
capital assets “a copyright, a literary, 
musical, or artistic composition, or simi- 
lar property” held by the creator or by 
a taxpayer (such as a donee) with the 
cost basis of the creator. However, de- 
spite this restrictive statutory treatment, 
there are many in the entertainment 
industry who may continue to enjoy the 
blessings of capital gains. 

True, Messrs. Gosden and Correll, the 
ingenious creators of the radio’ show 
“Amos ’n Andy,” could not expect today 
the preferential capital-gain treatment 
accorded them several years ago upon 
the sale of the rights in their radio show, 
but it does not follow that subsequent 
owners of the show or the characters 
portrayed would be denied capital gain. 
Capital-gain potentials from the sale of 
properties which would not qualify as 
capital assets to their creators are well 
illustrated by the frequently reported 
instances of literary properties 
chased by actors, directors 
ducers with the intent of resale to a 
studio for exploitation: in a motion pic- 
ture in which the seller can perform his 
usual services as a star, producer or di- 
rector. To the persons making such pur- 
chases and resales, there are two major 
stumbling blocks to be overcome before 
capital treatment is assured: First, sinee 
“property held by the taxpayer primarily 
for sale to customers in the ordinary 
course of his trade or business” does not 


pur- 


and _pro- 


qualify as a capital asset, ther problem 
arises of how many such purchases and 
resales can be effected before the actér, 
director, or producer is considér¢d?Ato 
be in business. Apparently the ‘Com- 
missioner will contend in the future that 


it takes very few transactions to estab. 
lish that the taxpayer is in such a busi- 
ness. Second, there is the almost jp. 
evitable argument by the Commissioner 
that the consideration agreed upon is 
not in payment for a capital asset (the 
literary property) but in reality con. 
stitutes a disguised payment for services 
to be rendered by the seller, and to that 
extent is reportable as ordinary income, 
Even after the hurdle of capital asset 
classification is successfully scaled, capi- 
tal-gain treatment will not be forthcon- 
ing unless the property is disposed of 
in a transaction which qualifies as a sale, 
Basically the problem is how many rights 
(such as motion picture rights, television 
rights, etc.) can be retained by the per- 
son disposing of the property without 
having the transaction treated as a mere 
licensing arrangement. The current posi- 
tion taken by the Commissioner! js 
that a grant of the exclusive right to 
exploit a copyrighted work in a particu- 
lar medium of publication or expres 
sion for the life of the copyright trans 
fers a property right which is subject to 
sale; a grant of less confers a license 
only. Furthermore, the consideration is 
treated as proceeds of a sale rather than 
rents or royalties if the consideration 
received for the grant is not based upon 
a percentage of the receipts, number of 
performances given or exhibitions made 
of a work, and is not payable periodi- 
cally over a period generally coterminous 
with the grantee’s use of the copyrighted 
work. The validity of this position ap- 
pears questionable. If a copyright is 
divisible, as the Commissioner admits 
and the courts have repeatedly declared, 
how can the Commissioner say that a 
transfer for a period less than the life of 
the copyright of all of a divisible portion 
is not a transfer of property? Further, 
in view of all of the patent cases, how 
is it possible to contend that a transfer 
based upon some ‘measure is not a sale 
for Internal Revenue Code purposes? 


Using a business 


Since artists can no longer achieve 





capital gains by a sale of the tangible f 


products of their creative endeavors, 


their tax:counselors are presented with | 
a new challenge. To date the solution | 


most generally seized upon has been to 
obtain for the taxpayer a proprietary 
interest in a business (the value of 
which is based at least in part on the 
taxpayer’s personal efforts), which in 
terest can ultimately be disposed of at 
capital-gain rates. Common illustrations 
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of this are found in independent pro- 
duction companies formed by combina- 
tions of actors, producers or directors; 
companies organized by entertainers to 
produce their radio and television shows, 
or corporations formed by cartoonists to 
furnish drawings to cartoon syndicates. 
The taxpayer is free to choose that form 
of business organization which best 
serves his ends, even though tax minimi- 
zation is a motivating factor in his 
choice. The possibilities range from a 
simple sole proprietorship, through part- 
nership, corporation, complex multiple 
corporate structures, or a combination 
of any of the foregoing. 

The newly formed business thereupon 
contracts for the taxpayer’s personal serv- 
ices. Perhaps, in the case of entertainers, 
the personal service contract is executed 
with the sponsor or network for whom 
the company has contracted to produce 
the show. To the taxpayer in the enter- 
tainment. industry who enjoys a high 
income bunched in relatively few years, 
the tax appeal of the independent com- 
pany is founded, not on the earnings to 
be realized under these personal service 
contracts (which, of course, must be re- 
ported as ordinary income), but rather 
in the two-fold expectation that (1) some 
earnings can be channeled through the 
business and taxed at the lower business 
rate, and (2) at least part of the in- 
crement in the value of the business can 
be realized at capital-gain rates. 

In general, the desired tax savings can 
best be achieved through use of the 
corporate form. First, the corporation is 
a distinct taxable entity which pays a 
low maximum tax of 
52%. Second, a recent ruling!5 suggests 
the possibility that the corporation could 
ultimately dispose of some produced 


comparatively 


property, such as motion pictures, at 
capital-gain rates, which property in the 
hands of a proprietorship or partnership 
could not qualify as a capital asset be- 
cause the personal efforts of the owners 
were important in the creation of the 
property. Finally, capital-gain taxation 
of both retained earnings and unrealized 
income (such as goodwill, uncollected 
fees and appreciation of the assets of 
the business) is possible since corporate 
stock qualifies as a capital asset. In com- 
parison, the sale of the owner’s interest 
in a proprietorship is treated as the 
sale of the individual assets of the busi- 
ness rather than the sale of a single 
capital asset, whereas the sale or ex- 
change of a interest is 
treated as the sale or exchange of a 


partnership 


capital asset, except as to that part of 
the consideration received which is at- 
tributable to unrealized receivables and 
substantially appreciated inventory items 
of the partnership. 

Tax savings do not, however, flow 
automatically from the use of a corpo- 
rate entity. Adequate planning and con- 
trol are necessary to avoid trouble. For 
example, the accumulated earnings tax 
imposed on any corporation formed or 
availed of for the purpose of avoiding 
the surtax on shareholders is a particu- 
lar threat to small closely held corpora- 
tions. The threat has been somewhat 
alleviated by revisions in the 1958 law 
which make the tax inapplicable to a 
corporation if its accumulated earnings 
are less than $100,000. The 1954 Code 
made a further shift to the Commissioner 
of the burden of proof as to the un- 
reasonableness of the accumulations. 

Another penalty tax of particular 
significance in the type of corporation 
here considered is the exceedingly high 
personal holding company tax, which, 
unlike the accumulated earnings tax, 
does not depend on the presence of tax 
avoidance motives by the shareholders. 
Five or fewer persons must own, directly 
or indirectly, more than 50% of the cor- 
porate stock, and at least 80% of the 
corporation’s gross income must be “‘per- 
sonal holding company income” as de- 
fined in the statute. Such income may be 
described in brief as non-operating in- 
come, such as dividends, interest, royal- 
ties and rents. However, also within the 
definition of personal holding company 
income, and of special importance in the 
entertainment industry, are amounts re- 
ceived by corporations from certain per- 
sonal service contracts. Under the present 
statutory income per- 
sonal service contract is treated as in- 
come subject to the personal holding 
company tax only if at some time dur- 
ing the taxable year the artist involved 
in the contract owns, directly or in- 


scheme, from a 


directly, at least 25% of the corpo- 
rate stock. Thus, one obvious way of 
avoiding the personal holding com- 


pany tax would be to place a 24% ceil- 
ing on stock ownership by the performer, 
taking care not to overlook the potential 
trap of attribution of ownership of an- 
other’s stock under constructive owner- 
ship rules. Another means of circumvent- 
ing the statute is to cause the corpora- 
tion to engage to a sufficient extent in 
other such manufac- 


activities, as the 


ture of sunglasses or facial disguises, that 
personal holding company income does 
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not exceed 79%, of the gross income. 
The most direct way to avoid the per- 
sonal holding company sections is for 
the artist personally to contract with the 
outsider for the rendition of his services, 
as when an actor contracts directly with 
a major studio, rather than having his 
closely held corporation contract to 
“loan” his services, or when an enter- 
tainer contracts directly with a sponsor 
or network to perform on a show pro- 
duced by his company. This, of course, 
is a cautious approach which avoids 
disastrous collisions with personal hold- 
ing company sections, but likewise mini- 
mizes opportunities for tax savings from 
channeling some income through the 
corporation. 

The expectation of tax savings from 
use of a corporation likewise may fail to 
materialize because of reallocation and 
direct taxation of corporate income to 
the shareholders. Small closely held com- 
panies are particularly vulnerable to 
this threat, either on the ground that 
the corporation is a mere sham to be 
disregarded for tax purposes, or that the 
income was in reality earned by and 
attributable to the shareholders and so 
should be taxable to them. In general, 
the Commissioner has been unsuccessful 
in his efforts to disregard the corporate 
entity if the corporation does in fact 
engage in activity or serve some business 
purpose. Yet the reserve powers of the 
Commissioner to reallocate income serve 
to emphasize the need for permitting 
the corporation maximum power and 
opportunity to act in its own behalf. 


Collapsibility 
The danger that ordinary income 


rather than capital gain will be realized 
ultimately upon disposition of the stock 
is a contingency which must be faced 
early in the planning stages. Particularly 
is this true in the motion picture and 
entertainment corporations 
where the of the 
preferred capital-gain treatment is a 
very real one. The section of the IRC 
dealing with “collapsible corporations” 
presents one obvious reason for a very 
careful examination of the statutory re- 
strictions. Section 341 denies capital gain 
upon the sale or exchange of stock of a 
“corporation formed or availed of prin- 


industry 
threat of forfeiture 


11 Beardsley, 140. F. Supp. 541 (DC Conn. 1956). 
12 Jean De Marco, 9 TC 1188 (1947). 

18 Tliff D. Richardson, 14 TC 547 (1950); Blum, 
11 TCM 612 (1952); Morgan, 16 TCM 262, 266 
(1957). 

14 Rev. Rul. 54-409, 1954-2 CB 174; Rev. Rul. 54- 
409, 1954-2 CB 52. 

15 Rev. Rul. 55-706, 1955-2 CB 300. 
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cipally for the . . . production of prop- 
erty ... with a view to... the sae or 
exchange of stock by its shareholders 
. .. before the realization by the corpo- 
. of a substantial part of the 
taxable income to be derived from such 
property . .” This statute is rather 
unusual in posing almost as many traps 
for the counseled as for the unwary. The 
reason for this is the general ambiguity 
of the statutory terms. For example, the 
undefined use of such basically indefinite 
terms as “principally” and “substantial.” 
Again, the corporation must be formed 
or availed of ‘with a view” to the action 
described, yet this vague phraseology 
could mean anything from a bare recog- 
nition by any shareholders of the possi- 
bility of an early collapse to the real 
intent of the shareholders in question to 
collapse the corporation. There is also 
the problem of determining what con- 
stitutes a “substantial” part of the tax- 
able income to be derived from (pro- 
duced) property. This breeds specula- 
tion because, even assuming that the 
total income from the property can be 
accurately estimated (a far-fetched as- 
sumption in the light of the extended 
periods over which a movie may be 
exhibited profitably, residual television 
rights, etc.) a further guess is necessary 
what constitutes a “substantial” 
part of that income. Then, too, the term 
property is ambiguous in that it may 
be used in a singular sense to refer to a 


ration .. 


as to 


single motion picture or televison show, 
or to all films which compose a series, 
or in the broadest sense to designate all 
the unrelated properties produced by 
the corporation. 


Installments as a hedge 


With the substantial uncertainty 
which surrounds the interpretation of 
Section 341, good planning dictates that 
the proceeds from the sale or exchange 
of the stock of a production corporation 
be paid on an installment basis so as 
to spread the realization of income over 
several years. This provides a hedge 
against the dangers of a large concen- 
tration of ordinary income in the year 
of sale which could materialize should 
the corporation be classified as collap- 


16 That is, the taxpayer’s share of the stock pro- 
ceeds is 75¢ on the dollar after paying the 25% 
capital-gain tax, whereas his slice of each dollar 
from the personal service contract is only 13¢, 
making 62¢ difference in his profits from the two 
contracts. 

P maaer Marx, 29 TC 88 (1957), acg. IRB 1958- 
16 Jack Benny, 25 TC 197 (1955), dismissed, May 
24, 1956. 

1® Finney, 253 F.2d 639; Gross, 236 F.2d 612 (2d 
Cir. 1956). 
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sible or should the proceeds from some 
purported sale be viewed as compensa- 
tion for personal services of the seller. 
The argument of disguised compensa- 
tion most certainly has great practical 
merit. It takes little imagination to 
visualize the temptation facing a tax- 
payer in the 87% bracket to inflate the 
price of his stock and reduce the per- 
sonal service payments correspondingly 
since, for every dollar so shifted, the tax- 
payer's pockets bulge with another 62 
cents.16 The surprising element lies in 
how successful the taxpayer has been in 
refuting the contention that he has en- 
gaged in such maneuverings. In the 
very recent Groucho Marx case,17 Marx, 
star of the television show, “You Bet 
Your Life,” and Guedel, the originator- 
producer of the show, sold to the Na- 
tional Broadcasting Company their re- 
spective interests in the partnership 
which owned the show, and in addition 
separately contracted for a considerable 
additional amount to continue perform- 
ing with the show. The Commissioner 
argued that much of the purchase price 
represented compensation for services, 
but the court concluded that the issue 
was essentially one of fact and that the 
million dollars received for the sale of 
their partnership interests represented 
the fair market value. The significant 
facts this record are that the two 
major broadcasting networks, complete- 
ly independently of one another, arrived 
at the million-dollar valuation for the 
partnership and that, under the em- 
ployment contract executed contempo- 
raneously with the sale of the partner- 
ship interest, Marx and Guedel received 
more than they had been receiving for 
their under the 
In an earlier decision in- 
volving similar facts,18 Jack Benny had 
set up a corporation to produce his radio 
show, the corporation contracting with 
the sponsor for Benny to star in the 
show. The unusual feature in this case 
was that Benny was under contract per- 
sonally to the sponsor so that his stock 
was sold separately and apart from any 
agreement to render personal services. 
Although realistically it must be con- 
ceded that the Columbia Broadcasting 
System would not have bought the stock 
unless it felt confident that Benny would 
continue to perform as star in the show, 
the fact remains that no relationship of 
employment was entered into between 
the buyer and seller, and the court con- 
cluded that no part of the price was 
paid for services. Perhaps this absence 


in 


services presale ar- 


rangements. 





of an actual employer-employee rela. 
tionship accounts for the rather up. 
realistic result in the case. By analogy, 
in those cases in which the seller’ 
services antedated the sale, the poor Ff 
showing made in general by the Com. 
missioner!® may rest on the fact that 
the argument of disguised compensation 
is less convincing per se in that the 
services had already been completed for 
an amount fixed and agreed upon quite 
independently of the terms of the sale. 
In any event, the argument of disguised 
compensation, like that of corporate § 
sham, is basically one of fact requiring 
in negation a factual showing to sub. 
stantiate that the corporation was a 
separate and valuable entity. 

In assessing the value of the in. 
dependent production company, the 
tax savings focused upon here should 
not blind one to the many remaining 
advantages of both tax and non-tax 
in the small closely-held 
corporate entity. For example, the in- 
dependent production company Can con. 
ceivably make advantageous use of the 
qualified pension 
plans of the Code for the benefit of 
high-priced employees, in contrast 
larger companies for which the statuton 
requirement of non-discrimination in 5 
employee coverage and benefits poses a 
serious restriction. Furthermore, 
options and stock bonuses reach a peak 
of effectiveness as compensatory and in 






Ni es a 





significance 


and __ profit-sharing 


stock 


centive devices in small newly organized 
companies in which the growth po 
tential and the share of each person 
therein is large. Certainly deserving of 
comment is the function a small closely. 
held corporation serves as a_ stimulus 
to further production of motion pic 
tures, television shows and _ legitimate 
theater presentations, furnishing as i 
does an expedient for amassing and a 
cumulating the large amounts of capital 
necessary for these productions. 

Tax advisers have originated, ant, 
their many othe! 
methods which are more devious ani 
intricate than those mentioned in thi} 
paper. Lost sleep and ulcers are th} 
only certain results of these plans. Th 
principle of relief from the inequitabk’ 
burden of bunching of income has bee 
accepted by Congress specifically am 
there appears to be no adequate reas! 
‘why the certainty which the “aver 
ing” provisions have brought to th 
lawyer, writer and inventor faced wil 
bunched income should not be extend! 
to the entertainer. It is, of course, 


clients are using, 
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vious that the present inequitable differ- 
entiation between copyright and patent 
should be eliminated. It is the belief of 
the writers that Congress should adopt 
provisions giving any individual having 
an exceptional “bunching” of income 
the right to elect to spread income over 
an extended period. There should be 
specific provision for deferred compensa- 
tion agreements following the general 
format of accounting for installment 
obligations. Congress should also accept 
the principle of the Jenkins-Keogh bills 
for the self-employed, allowing the in- 
dividual to purchase long-term Govern- 
ment bonds up to a specific percentage 
of net exclude such 
amount from taxable income until such 


income and to 


time as the bonds were cashed. These 
provisions, applicable to any individual, 
would cause some minor reduction of 
revenue to the Government, but would 
substantially eliminate an inequitable 
burden and the resultant tax avoidance 
devices which encumber the operation 
of our tax system. w 


Employee need not report 
expenses on credit card 


AN EMPLOYEE WHO ACCOUNTS to his em- 
ployer for reimbursed expenses is re- 
quired to list his deductions in two in- 
stances only: if reimbursements exceed 
expenses or if he claims expenses in 
excess of reimbursements and he wishes 
to itemize those expenses. In reporting 
expenses and reimbursements in these 
situations, the Regulations require that 
the employee include expenses charged 
directly to the employer and paid by 
him on a credit card system. However, 
because this requirement was added in 
August, 1958, the IRS, recognizing that 
many employees will not have kept 
records of credit card charges prior to 
August, is suspending the application 
of this Regulation for the year 1958 
(TIR-134). 

It will, however, be enforced for 1959. 
For 1958 the employee may submit a 
reasonable estimate of amounts charged 
to the employer. 

For 1959 and subsequent years, em- 
ployees should maintain a record of 
expenses which they charge to their em- 
ployer through the credit card system or 
otherwise. The actual amount of ex- 
penses incurred should be reported on 
the employee’s return, even though the 
employer may later receive a discount 
on the amounts charged. 

The IRS emphasized that employers 


are not required by Federal tax Regula- 
tions to furnish employees a record of 
expenses charged to the employer. It is 
the responsibility of the employee who 
wishes to take a deduction for his ex- 
penses to substantiate the amounts re- 
ported on his return. * 


New decisions 





Mother entitled to claim children as 
dependents. A mother who had been 
separated from her husband and had 
custody of their three minor children is 
found to have contributed more than 
half of the childrens’ support. She, and 
not her husband, is, therefore, held en- 
titled to the three dependency credits. 
Lopez, TCM 1959-9. 


Children adopted abroad are depen- 
dents. While taxpayer was living in Ger- 
many as a U.S. Government employec, 
he adopted seven children. This court 
rules that the children became U.S. resi- 
dents for the purpose of the dependency 
exemption when the adoption became 
final, even though the children were not 
physically in the U.S. Disney, DC Calif., 
12/4/58. 


Payments not alimony; they were in- 
stallments for less than 10 years. Under 
the terms of a separation agreement, tax- 
payer was obligated to pay his wife $50,- 
000 in instaliments in less than 10 years. 
He argued that the payments should be 
treated as coming within the Code allow- 
ance for installment payments made 
over more than 10 years. If he failed to 
carry out the agreement, he said, the 
principal sum might not be paid until 
after the The court 
points out that the statute does not 


recognize the possibility of 


10-year period. 


non-com- 
taken 
consideration in determining the period 


pliance as a factor to be into 
during which payments of the principal 
sum are to be made. Accordingly, the 
payments are not deductible. 
31 TC No. 76. 


Stecker, 


Appreciation may be realized by trans- 
fer of property to alimony trust. In 
accordance with their separation agree- 
ment, taxpayer-husband transferred ap- 
preciated property to a trust from which 
alimony would be paid to his wife. The 
appreciation is taxable to the husband, 
the IRS rules, only if his personal obli- 


gation to make the alimony payments is 
discharged. If the trust is created solely 
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to act as a conduit for the payment and 
the husband’s obligation .remains, the 
appreciation in the value of the stock is 
not income to him. Rev. Rul. 59-47. 


Teacher allowed graduate school ex- 
penses to maintain position [Acquies- 
cence]. Expenses incurred by a school- 
teacher, who was required to- attend 
graduate summer school in order to 
maintain her senior salary status, are 
deductible even though the courses were 
also used to earn a master’s degree for 
the taxpayer. Green, 28 TC 1154, acq., 
IRB 1959-6. 


Loss disallowed on sale of leased apart- 
ment. The court concludes that it would 
have been impossible for taxpayer to 
expect to obtain financial benefit from 
her lease of an apartment in her home 
to her brother for $10 a month. Since 
the transaction was not entered into for 
profit, she cannot deduct the excess of 
her expenses over this income. Sheridan, 
TCM 1958-215. 


Reasonable cause doesn’t avoid under- 
estimation penalty. The Tax Court held 
that although reasonable cause is a de- 
fense for failure to file an estimate under 
the 1939 Code, it is no defense to the 
penalty for substantial underestimation 
This without opinion. 
[Under the 1954 Code there is a penalty 
computed on the amount of the under- 


court affirms 


payment only and there is no provision 
for remission for reasonable cause.—Ed.] 
McMurtry, CA-5, 1/29/59. 


Expenses of special automobile not de- 
ductible by paralytic. Taxpayer, who 
had been crippled by infantile paralysis, 
sought to deduct expenses relating to his 
specially designed automobile which he 
used to drive to and from work. In spite 
of his physical condition, the Tax Court 
denied the deduction, holding the ex- 
penses to be in essence nothing more 
than which are 
personal in nature. Nor were the ex- 


commuter’s expenses, 
penses deductible as medical expenses 
since they did nothing to alleviate his 
physical condition. This court affirms. 
A claimed deduction for special work 
clothes needed because of the rough 
denied on the 
ground that the taxpayer was not re- 
quired by his employer to wear any 
particular type of clothing and the work 
clothes were of a kind adaptable to 
general Judge Learned Hand 
dissented as to this issue. He feels that 


work he did is also 


wear. 
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*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











the cost of any clothes required by the 
character of the work should be deduct- 
ible. Donnelly, CA-2, 1/19/59. 


Fashion co-ordinator may deduct “work- 
ing” clothes [Acquiescence]. Taxpayer 
was a fashion coordinator for a large 
shoe company. She was permitted to de- 
duct part of her wardrobe cost as an 
ordinary and necessary expense incurred 
in the course of her employment. The 
court noted that, in attending meetings 
of style designers and buyers, it was 
essential for her to wear clothing of the 
most advanced styles and fashions, some 
of which were not suited for private 
and personal wear, as distinguished from 
business wear. The fact that her em- 
ployer did not reimburse her with a 
clothing allowance was not deemed ma- 
terial. Yeomans, 40 TC 757, acq., IRB 
1959-5. 


Periodic payments over a period of less 
than 10 years may qualify as alimony. 
Payments under a decree of divorce or 
separate (or 
written separation agreement executed 
after 8/16/54, or a decree of support 
entered after 3/1/54), payable over a 
period of less than 10 years qualify as 
periodic payments of alimony under 
both the 1939 and 1954 Codes, 
though the payments will be changed 


maintenance under a 


even 


upon the death of either spouse, the re- 
marriage of the wife, or a change in the 
economic status of either spouse. Rev. 
Rul. 59-45. 


Sister in state hospital not a dependent. 
Taxpayer is denied a dependency ex- 
emption for a sister confined in a state 
mental institution. Taxpayer did not 
pay for her and hence did not provide 
over half her support. Pugisson, TCM 
1958-208. 


Payments to wife earmarked for chil- 
dren’s support are not alimony. An 
agreement entered into three days be- 
fore their divorce gave taxpayer-wife 
custody of minor children and 
directed her husband (whose case is also 
before the court) to pay $150 a week for 
her support and that of the children, 
with a stipulation that the payments 
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were to be decreased by $25 per week as 
each child reached 21, married, or be- 
came self-supporting. The court holds 
that the agreement was intended to and 
did survive the divorce, even though it 
was not incorporated in the decree. 
Consequently, the nature of the pay- 
ments is determined by the agreement, 
not the decree which did not allocate 
the payments. Furthermore, since it was 
clear from the agreement that a fixed 
part of the single weekly payment to the 
wife was earmarked for the support of 
the children, such amounts are not tax- 
able to the wife and are not deductible 
by the husband. Because the weekly 
payments constituted more than one- 
half of the support of each child, the 
husband is permitted to claim the 
children as dependents. Metcalf, 31 TC 
No. 64. 


Premiums for accident and health in- 
demnification insurance are deductible. 
Premiums on health insurance to meet 
costs of medical care are deductible as 
medical expenses; those on insurance 
against loss of earnings are not. The 
IRS now rules that premiums paid for 
an accident and health insurance policy 
which provides for a fixed payment for 
specified illnesses and injuries are de- 
ductible because the policy is intended 
as indemnification for medical care. 
Furthermore, amounts received by the 
policyholder are excludible from _ his 
gross income, but must be applied in re- 
duction of medical expense in comput- 
ing the allowable deduction. Rev. Rul. 
58-602. 


*Cave-in of adjacent land is casualty. 
Taxpayer's home in Natchez, Mississippi, 
was on a bluff overlooking the Mississippi 
River. Because of water seepage into 
the subsoil, the bluff began to cave in. 
It thus became necessary for the city to 
the street in front of tax- 
payer’s property. Although the cause of 
the cave-in may have existed for some 
time, the effect was sudden and in the 
nature of a casualty. Although there 
was no physical damage to taxpayer’s 
property, the court allows a casualty 
loss deduction based on the diminution 
of value by being denied access to the 
street. Stowers, DC Miss., 7/2/58. 


barricade 


Tax home of salesman determined. Tax- 
payer had for many years maintained 
his home in Birmingham, Alabama. Dur- 
ing the tax year he was employed as a 
salesman. His territory consisted of the 


state of Texas and some surrounding 
areas. He was away from Birmingham 
about 75% of the time, and he spent 
112 days.during the year in Dallas. The 
court determines that Dallas was his 
tax home for the year and allows travel. 
ing expenses while away from this 
“home,” even while taxpayer was in 
Birmingham. Some adjustments are 
made to the claimed deductions. Dorsky, 
DC Alz., 12/3/58. 


University grant “to meet taxes” not in. 
come to professor [Acquiescence}. Tax. 
payer, a research scientist and wife of a 
professor at the University of California, 
was appointed in 1949 as research as. 
sociate in physiology. In 1952 she was 
awarded $1,000 to help her meet income 
tax deficiencies arising out of her claims 
for research And travel expense ques 
tioned mainly because she was not an 
“employee.” The court held the award 
is not taxable income. The Commis 
sioner did not meet the burden [on him 
because the issue was raised in the Tax 
Court.—Ed.] of showing that it was not 
a gift. Brooks, 30 TC No. 115, acq. IRB 
1958-51. 


Commissions on own home not income 
to real estate salesman. Taxpayer, a 
real estate salesman, purchased for hin- 
self property listed with his employer. 
The employer received a commission on 
the sale and then paid taxpayer $1,837 
of it. The $1,837 is held to be a reduc 
tion of taxpayer’s purchase price of the 
property, and not ordinary income, as 
the Commissioner had contended. Five 
judges dissent on the ground that the 
$1,837 did not enter into the price ne. 
gotiations between taxpayer and owner 
of the property, but was received by tax: 
payer as compensation and was deducted 
by his employer as such, Daehler, 31 TC 
No. 73. 


*Prearranged service charges are wages, 
not tips; withholding required. Ordi- 
narily, when the private dining room or 
banquet facilities of a hotel are hired by 
a group, the guests do not tip the hotel 
employees, but instead the group agrees 


with the management on food and drink 
to be served, and a service charge is J 


added. Such a service charge is consi¢- 
ered wages of the waiters and other em 
ployees who receive it, and income tax 
must be withheld. The IRS does not 


regard as a tip any payment agreed upon 
in advance, and thus not voluntarily 
made. Spec. Rul. 2/21/58 and 10/16/58. 
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MANAGEMENT OF THE 


Professional tax practice 


AND PROFESSPONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Unenrolled preparers of individual 


returns may appear before agent only 


N GIVING TO PERSONS who are not en- 
ee to practice before the IRS the 
right to appear ‘in the examination of 
returns they have’ prepared, the Service 
has strictly limited the scope of activities 
permitted. Such an unenrolled person, 
to whom the Treasury refers as a pre- 
parer, will be permitted to represent the 
taxpayer before the examining agent 
only; he will not be recognized at the 
informal conference stage or higher. He 
will be limited to defending excise, em- 
ployment and income tax’ returns for 
individuals; he may represent a corpora- 
tion only if he has also prepared the in- 
dividual returns for the corporate officers 
for the same period. Revenue Procedure 
59-3, just issued, authorizes preparers to 
appear and adopts a standard of con- 
duct and ethics in dealing with the 
Treasury and taxpayers to which they 
must conform. 


Limited control of advertising 

When the Treasury first proposed al- 
lowing persons who prepared returns to 
represent taxpayers, there was consider- 
able fear that such action would create 
a new class of “recognized” practition- 
ers and that taxpayers might be misled 
into believing that the technical com- 
petence and moral character of such per- 
sons was guaranteed. The limitation on 
soliciting and advertising by preparers 
may prevent such a mistake by taxpayer. 
Section 6 of Rev. Pro. 59-3, provides 
that, “No . preparer shall, in any 
manner whatsoever not warranted by 
personal relations, directly or indirect- 
ly solicit employment for the represen- 
tation of taxpayers before the IRS. A 
preparer is prohibited from advertising 
that he is authorized to represent tax- 


payers before the IRS. No. . . preparer 


or agent shall use, directly or indirectly, 
signs, printing or other written matter 
indicating some past or present connec- 
tion with, or relationship to the Treas- 
ury Department or the IRS, nor shall 
he represent in any manner that he pos- 


sesses influence or a special relationship 
with officers or employees of the Rev- 
enue Service.” 


Ethics and conduct 

Preparers will be required (Section 5 
of Rev. Pro. 59-3) to act in accordance 
with recognized ethical standards and 
not conduct themselves disreputably. 
While the recognized standard of ethi- 
cal conduct is, quite understandably, not 
defined, the reader is referred for exam- 
ples of disreputable conduct to the ‘por- 
tion of Circular 230 which deals with 
disreputable conduct which will cause 
an enrolled person to lose his standing. 
Presumably preparers will be held as 
closely as possible to standards set for 
the enrolled practitioner. Indeed, Sec- 
tion 5, in setting forth the duty of the 
preparer to act diligently, present facts 
accurately, etc., uses the identical lan- 
guage of the sections in Circular 230 
dealing with enrolled persons. 

In making public these new rules, 
effective March 15th, the Treasury said 
that the change was designed to meet 
the increased need for competent assis- 
tance to taxpayers resulting from the tre- 
mendous increase in the number of tax 
returns filed since the present Treasury 
provisions governing these matters were 
put into effect. Over 98% of all cases 
are closed at the Revenue Agent or ex- 
amining officer level and less than 2% 
go on to administrative hearings. Thou- 
sands of persons—experienced — public 
render 
valuable service to the Government and 
to the public (even though not enrolled 
to practice before the IRS) by assisting 
taxpayers in the preparation of their re- 
turns. In many cases, when the return 


accountants and others—today 


is being examined, the taxpayer wants 
the assistance of that person in supply- 
ing factual information or in explain- 
ing the return. 

In many instances—for example, in the 
case of wage earners who cannot take 
off from their work without losing wages, 
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or the small businessman who cannot 
leave his place of business without clos- 
ing up shop—the taxpayer will be re- 
lieved of inconvenience and expense 
under these new provisions since the 
person who prepared his return may ap- 
pear before the examining officer or 
Revenue Agent in the Audit Division 
in an office of a District Director to 
represent the taxpayer. 

Cases involving relatively little tax or 
relatively simple facts comprise the bulk 
of the cases presented for disposition at 
the Revenue Agent or examining officer 
level. It is in the interests of the Gov- 
ernment and the taxpayer alike, the 
Treasury said, that every effort be made 
to complete reasonable settlement of 
these tax controversies at the lowest pos- 
sible level and in the shortest possible 
time. 


Amendment to Circular 230 

The Treasury accomplished its change 
to the new policy by adding a new sec- 
tion (10.7(7)) to Circular 230,*to pro- 
vide for this new kind of taxpayer repre- 
sentation and by issuing Rev. Pro. 59-3 
setting forth in considerable detail the 
scope of the authority of such preparers 
and the standards of conduct and ethics 
to which they will be held. 

Section 10.7(7), newly added to Cir- 
cular 230, provides: “Any person who 
signs a return, other than an estate or 
gift tax return or an income tax or ex- 
cess profits tax return of a corporation, 
as having prepared it for the taxpayer 
may appear, without enrollment, as the 
taxpayer's representative, with or with- 
out the taxpayer, before Revenue Agents 
and examining officers of the Audit 
Division in the offices of District Direc- 
tors (but not at the Informal Confer- 
ence in a District Director’s office) with 
respect to the tax liability of the tax- 
payer for the taxable year or period cov- 
ered by that return provided that any 
person who prepared the income tax 
return of a corporation and the individ- 
ual returns of any of the corporate ofh- 
cers for the same taxable year or period, 
or any part thereof, covered by such cor- 
porate return, may also so appear as the 
corporation’s representative. Proper au- 
thorization from the taxpayer will be 
required. Any person who prepared a 
return with respect to which the instruc- 
tions or regulations do not require that 
it be signed by the person who prepared 
the return for the taxpayer may likewise 
appear as the taxpayer’s representative 
when properly authorized. Unless the 


202 + The Journal of Taxation 


taxpayer is present, such persons must 
present satisfactory «identification. All 
such persons will be subject to such rules 
regarding standards of conduct, the ex- 
tent of their authority and other matters 
as the Director of Practice, with approv- 
al of the Commissioner of Internal Rev- 
enue, shall prescribe. Such persons will 
be permitted to represent taxpayers 
within those limits without enrollment.” 


Scope of preparer’s authority 


Rev. Pro. 59-3 provides in Section 2 
that, “The scope of [the preparer’s] au- 
thority may include dealing with any 
return (for example, income, excise or 
employment) which he signed as having 
prepared it for the taxpayer, but not an 
estate or gift tax return or an income 
tax or excess profits tax return of a cor- 
poration provided that any person who 
prepared the income tax return of a 
corporation and the individual returns 
of any of the corporate officers for the 
same taxable year or period . . . may 
also so appear as the corporation’s repre- 
sentative. 

“Where net operating loss carrybacks 
and carryforwards are involved, the pre- 
parer may not (otherwise than as a wit- 
ness) deal with the prior or subsequent 
returns unless he prepared the returns 
and signed them as having prepared 
them for the taxpayer. 

“The preparer of the return will be 
expected to remain steadily alert to 
questions, issues and factual situations 
of such difficulty as to require the assis- 
tance of an enrolled attorney or an en- 
rolled agent and, when such assistance 
is required, suggest to the taxpayer that 
he seek the advice or services of an en- 
rolled person. 

“Proper authorization will be filed 
with the Revenue Agent or examining 
officer in the office of District Director 
of Internal Revenue in which the case 
is under consideration at the time of the 
initiation of the examination or subse- 
quent thereto. 

“Unless the taxpayer is present, such 
a person must present identification sat- 
isfactory to the Revenue Agent or ex- 
amining officer.” 


Limitations on authority 


Section 3 limits the preparer’s author- 
ity in representing the taxpayer: 

The following acts are beyond the 
scope of authority of a non-enrolled 
preparer: 

a. Executing claims for refund for the 
taxpayer. 
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b. Receiving checks in payment of any 
refund of internal revenue taxes, penal- 
ties or interest for the taxpayer. 

c. Executing waivers or consents 
agreeing to a later assessment or collec- 
tion of taxes than is provided by the 
applicable statute of limitations. 

d. Executing closing agreements with 
respect to a tax liability or specific mat- 
ter for the taxpayer. 

e. In the event an agreement is reached 
at the conclusion of the examination— 
field audit or office audit—executing the 
Form 870 or other appropriate agree- 
ment form for the taxpayer. 

f. Receiving the “Form L-19” letter 
for the taxpayer (informing the taxpayer 
of his right to an Informal Conference 
in the Audit Division of the District 
Director’s office) or receiving the “30- 
day letter” for the taxpayer. (If the tax- 
payer desires to request an Informal 
Conference in the Audit Division of the 
District Director’s office or if the tax- 
payer desires to file a protest against the 
proposed determination set forth in the 
“30-day letter” the request or protest 
should be executed by the taxpayer and 
presented by the taxpayer or through his 
enrolled representative.) 

g. Receiving copies of correspondence 
addressed to the taxpayer. 


Form of authorization and fee statement 


Section 4 of Rev. Pro. 59-3 provides: 
“The use of technical language in the 
preparation of the authorization is not 
necessary, but the instrument should 
clearly express the taxpayer’s intention 
as to the scope of the authority granted 
to the person who prepared his return. 


“The authorization should be ac- 
1“The undersigned . . . of . . . hereby requests 
and authorizes . . . who prepared, or who pre- 
pared and signed the return described below as 
having prepared it for me, to appear as my 
representative, with or without me, before Rev- 
enue Agents or examining officers, in the Audit 
Division in the District Director’s office (but not 
at the Informal Conference in the District Di- 
rector’s office) with respect to the tax liability 
covered by my U. S. Federal . tax return 
Form ... for the taxable year 19, and request 
and authorize the above-named preparer to repre- 
sent me within the limitations of Revenue Pro- 
cedure 59-3. I hereby make, constitute and ap- 
point the above-named preparer of my return as 
my attorney-in-fact to inspect my return for the 
year or period referred to above. No other power 
of attorney or authorization has been executed 
by me with respect to this matter. Witness...” 
2 This form is identical with that in footnote 1 
except that it provides for notarization instead 
of signature by witnesses. 

*“This is to certify that I have not entered into 
a contingent fee agreement for the representa- 
tion of . . . before Revenue Agents or examining 
Officers in the Audit Division in the District 
Director’s office under terms of an authorization 
executed by the taxpayer under date of .. .” 
*“This is to certify that I have entered into a 
contingent or partially contingent fee agreement 
for the representation of . . . before Revenue 
Agents or examining officers in the Audit Divi- 
sion in the District Director’s office under terms 
of an authorization executed by the taxpayer 
under date of .. . . The terms of the contingent 
or partially contingent fee agreement as they 
relate to compensation are as follows .. .” 


knowledged before a notary public, or 
in lieu thereof, witnessed by two disin. 
terested individuals. 

“Authorization in either the form set 
forth in Appendix A! hereto or the form 
set forth in Appendix B? hereto (or any 
other form clearly evidencing requisite 
intent) may be accepted as evidence of 
authorization .... 

“The authorization may not include 
a power of substitution. 

“A preparer shall not charge a mani- 
festly unreasonable fee and shall not en. 
ter into a wholly contingent fee agree. 
ment with a taxpayer for representation 
in any matter before a Revenue Agent 
or examining officer unless the taxpayer 
is financially unable to pay a reasonable 
fee on any other terms. A preparer shall 
file with the authorization a signed fee 
statement in the form set forth in Ap- 
pendix C3 hereto, or the form set forth 
in Appendix D4 hereto, whichever is 
applicable (or any other form clearly 
evidencing whether or not there is a 
contingent or partially contingent fee 
agreement . . . and, if there is such an 
agreement, the terms thereof relating to 
compensation). 

“A taxpayer who authorizes the use 
of the services of a preparer may at any 
time change to an enrolled attorney or 
an enrolled agent or vice versa by giving 
written notice thereof to the Service and 
to the former-preparer ... . 

“In any case in which authorization 
to a preparer has been filed and there- 
after a taxpayer desires to authorize, in 
addition, an enrolled attorney or en- 
rolled agent to represent him before the 
Service with respect to the same matter, 
a separate power of attorney should be 
filed which should include the name of 
the enrolled attorney or enrolled agent 
(or the names of the enrolled attorneys 
or enrolled agents) authorized to act for 
the taxpayer. Such separate power of at- 
torney should contain on the face  .ere- 
of a recital to the effect that the intent 
and purpose thereof is not to revoke 
the existing authorization theretofore 
filed, but instead is intended to be in 
addition thereto. 

“If the taxpayer desires to revoke the 
authority granted to a preparer previous- 
ly filed and to authorize an enrolled at- 
agent to act with respect to 
matter, a revocation of au 
the former preparer shall in 
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no case be effective so far as the Service 
is concerned prior to the giving of writ- 
ten notice to the Service and to the for 
mer preparer that the authority of such 
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former preparer has been revoked.” 

“Any person (a) who is under disbar- 
ment or suspension from practice before 
the Treasury Department or the IRS or 
from the practice of his profession by 
any other authority, (b) who has been 
convicted of any criminal offense pre- 
scribed by the internal revenue laws or 
convicted of any crime involving moral 
turpitude, (c) whose application for en- 
rollment has been denied for failure to 
show good character or reputation or for 
conduct or practices, (d) who refuses to 
comply with this Revenue Procedure, or 
(e) whose conduct or practices have been 
or are such as to constitute a violation 
of Sections 5 [Ethics and conduct—Ed.] 
or 6, [Solicitation and advertising—Ed.] 
above, or as otherwise to render him in- 
eligible under Section 10.7(a)(7) of De- 
partment Circular No. 230, is ineligible 
to appear as the taxpayer's representa- 
tive under this Revenue Procedure. (Sec- 
tion 7.01, Rev. Pro. 59-3.) 

“Any Revenue Agent or examining 
officer who has reason to believe that a 
preparer’s conduct or practices have 
been or are such as would render him 
ineligible shall communicate such in- 
formation through appropriate supervis- 
ory channels to the Director of Practice. 
Pending advice from supervisory officials 
or the Director of Practice, the Revenue 
Agent or examining officer may continue 
to deal with the preparer or, in the 
exercise of sound administrative discre- 
tion, may decline to deal with the pre- 
parer (other than as a witness).” Section 
7.03, Rev. Pro. 59-3.) 


Witnesses before the IRS 


In order to clarify the status of un- 
enrolled persons who may appear before 
the IRS in connection with the exam- 
ination of returns, but who are not au- 
thorized Rev. Pro. 59-4, 
also effective March 15, has been issued. 
This provides that: 


as preparers, 


“Generally speaking, any individual 
who has knowledge of the facts, or who 
can furnish information which will be 
of assistance in establishing the facts, is 
a proper source of information in con- 
nection with a determination of tax li- 
ability and can be heard in the. capacity 
of a ‘witness’ without regard to whether 
he is acting at the request of the tax- 
payer or claims the taxpayer as his client 
for purposes other than representation 
before the Service. For example, an at- 
torney who represented the taxpayer in 
a sale of real estate may be a proper 
person to furnish the facts with respect 


to the particular transaction involved. 
Similarly, an accountant who has kept 
or audited the taxpayer’s books and rec- 
ords or prepared his tax returns may 
be a proper person to supply informa- 
tion and assist in the factual develop- 
ment of the case. However, unless prop- 
erly enrolled, or unless within the ex- 
ceptions of Section 10.7(a) or Section 
10.7(b) of Department Circular No. 230, 
as revised, an individual may not be 
heard as the taxpayer’s representative in 
advocating, in those cases where issues 
or controversies have arisen out of the 
factual development of such cases, the 
adoption of any particular position with 
respect to such issues or controversies. 
The difference may be summarized by 
distinguishing activities in the capacity 
of witness—or one who assists in the fac- 
tual development of a case—and activi- 
ties in the capacity of advocate—or one 
who acts in behalf of the taxpayer in 
urging particular determinations with 
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No appellate review of 722 case. Since 
Section 732 of the 1939 Code prohibits 
review of Section 722 excess profits tax 
relief cases, this court dismisses the peti- 
tion to review the Tax Court’s deter- 
mination. Bradford Machine Tool Co., 
CA-6, 10/29/58. 


Tax Court decisions on World War II 
EPT abnormalities final [Certiorari 
denied]. The Second Circuit held that 
Tax Court abnormality 
under the World War II excess profits 
tax cannot be appealed. The legislative 
history of Section 7482 and Section 
7483 of the 1954 Code shows that they 
were not intended to repeal Section 
732(c) of the 1939 Code, which provided 
that Tax Court decisions on questions 


decisions on 


involving abnormalities would be final. 
Crowell-Collier Pub. Co., cert. den., 1/ 
12/59. 


EPT relief denied construction com- 
pany. A road construction company is 
denied excess profits tax relief for fail- 
ing to prove that its business was de- 
pressed in the base period because of 
temporary economic circumstances un- 
usual in its experience and for failing 
to show that a constructive average base 
period net income would provide it with 
excess profits credits greater than had 
been allowed. Empire Construction Co., 
31 TC No. 84. 
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respect to the issues or controversies 
which have arisen out of the factual de- 
velopment of a case. In other words, 
during the examination process a tax- 
payer has the right to use the services 
of any person he may elect, whether or 
not enrolled, for the purpose of explain- 
ing his books, records or returns to the 
examining agent, and the examining 
agent, in the factual development of a 
case, has not only the right, but also the 
duty to receive information from any- 
one, whether or not enrolled and irre- 
spective of the presence of the taxpayer, 
who has knowledge of pertinent facts. 
“It is believed,” Rev. Pro. 59-4 con- 
cludes, “that the foregoing statements 
will be of assistance to field districts in 
the exercise of their sound administra- 
tive discretion in determining the mat- 
ters that may be discussed with unen- 
rolled persons without violating the pro- 
visions of the Regulations relating to 
“practice.” we 


New excess profits tax decisions 





EPT relief denied. A coal company is 
denied Section 722 relief on the basis 
of an increase in its cost of labor during 
the base period, coupled with the failure 
of coal prices to rise to the same extent. 
Blue Diamond Coal Co., 31 TC No. 79. 
Relief is also denied a leather tanning 
company which had alleged that its 
normal production was interrupted dur- 
ing the base period by an unusual flood 
and that its earnings were adversely 
affected by an unprecedented drought 
in the U. S. during 1934. George Moser 
Leather Co., 31 TC No. 82. 


“Net assets” for capital reduction may 
be minus amount. Taxpayer purchased 
and retired 4,725 shares of its common 
stock for $1,500,000. For purposes of 
computing daily capital reductions for 
the taxable year 1950 under the pro- 
visions of the Excess Profits Tax Act of 
1950, the Tax Court held that the cost 
of the stock was, under the circumstances 
here, not equivalent to a dividend and 
was to be treated as a distribution made 
during the taxable year not out of earn- 
ings and profits. The entire payment is, 
therefore, a capital reduction. The Tax 
Court further held that the net assets at 
any date, for purposes of computing the 
daily capital reduction, may be a minus 
amount; the figure is not limited to zero. 
This court affirms with one dissent. Mid- 
Southern Foundation, CA-6, 12/13/58. 
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INCOME TAXKATION OF 


Trust & estates 





Sweeping tax changes for trusts, urged 


by practitioners, may be enacted soon 


by GEORGE CRAVEN 


Legislation at this session of Congress to correct some of the inequities in the 


elaborate provisions for income taxation of trusts and estates added to the Code 


in 1954 seems likely. The recommendations of the Mills Committee’s Advisory 


Group on Subchapter J were incorporated in a bill, H.R. 3401, introduced by 


Chairman Mills of the House Ways and Means Committee, and the Committee held 


hearings on these proposals on February 25, 1959. Mr. Craven, who is a member of 


the Advisory Group, discusses here the most important problems as they now exist 


and the nature of the corrections the Group proposes. 


Les MOST CRITICIZED trust tax rule to- 
day is the one that permits deduct- 
ible corpus payments to reduce the tax 
of income beneficiaries. The result is so 
unfair that it has led to litigation in the 
state courts by remaindermen asking to 
have part of the tax saving taken from 
the income beneficiaries and allocated 
to them. In Rice Trust, decided by the 
Orphans’ Court of Montgomery County, 
Pennsylvania, the trust paid income tax 
of about $100,000 on capital gains, al- 
though attorneys’ fees paid from princi- 
pal would have wiped out that tax if 
they had been allowed as deductions in 
computing the tax on capital gains. The 
tax saving to the beneficiary was ap- 
proximately $170,000. On an account- 
ing, the court held, in effect, that the 
income beneficiary had been benefited 
inequitably at the expense of principal 
and ordered the trustee to charge against 
the beneficiary’s share of income the 
capital gains tax of $100,000. 

This inequity came about because of 
two changes made by the 1954 Code: the 
definition of distributable net 
as not including capital gains and the 
omission of the pre-1954 rule that de- 
ductible items paid from ‘corpus ‘are not 
applicable against income ‘taxable to 
beneficiaries. Prior to 1954 it‘had been 
held that corpus? distributed as income 
under state law was taxable 


income 


income. 


That result would not be possible under 
the 1954 Code because it introduced the 
distributable net income concept and 
limits taxable income of beneficiaries to 
distributable net income, defined as the 
taxable income of the estate or trust'-é€x- 
cluding capital losses and capital gains 
allocated to corpus and not distributable 
currently. There are certain other ad- 
justments not material here. 

Prior to the 1954 Code deductible 
items paid from corpus could not reduce 
income taxable currently to beneficiar- 
ies. The result was that deductible items 
paid from corpus were wasted if there 
were no capital gains or accumulated 
income against which the deductions 
could be used. The 1954 Code omits this 
prohibition. 

As a result deductible items paid from 
corpus, such as attorneys’ fees and trus- 
tees’ commissions on corpus, are allowed 
first in reduction of distributable net 
income. It is only to the extent that 
corpus deductions exceed gross income 
included in distributable net income 
that they may be applied against capital 
gains credited to principal. Thus, al- 
though the deductible items are paid 
from principal, in the usual case princi- 
pal receives no tax benefit from the de- 
ductions. 


There has been criticism of. this rule, 
which allows the corpus deductions pri- 


marily to income beneficiaries. Hoy. 
ever, the Rice case fosters an awkward 
solution. Because of this decision, the 
fiduciary may be obligated to charge 
against income any tax on capital gains 
payable from principal which would not 
have been payable if corpus deductions 
had been allowed as an offset to such 
gains. If the charge is resisted by the in. 
come beneficiary, it may be necessary in 
every instance to have the question de- 
cided by the state court. 

It seems desirable to prevent the wast. 
age of corpus items of deduction. How. 
ever, since the deductible items are paid 
from: corpus and are thus borne by the 
rcinaindermen, the order of priority of 
these deductions should be reversed to 
allow them first against capital gains 
and, to the extent of any excess over 
capital gains, im reduction of distribu. 
table net income. The Advisory Group 
has proposed an amendment to accom- 
plish this result. In cases in which the 
alternative 25% rate is applied to capi- 
tal:gain and the deductions would not 
be available as an offset to such gains, 
the proposed amendment would allow 
the corpus deductions wholly in comput- 
ing distributable net income. 

It is now immaterial whether distri- 
butions made to persons other than 
specific legatees and devisees are made 
from current income, corpus, or prior 
years’ Each beneficiary is 
deemed to receive a distribution of cur- 
rent income, subject to the limitation 
that the total amount taxable to all 
beneficiaries cannot exceed distributable 
net income of the estate or trust for the 
year of distribution. 


income. 


Principal treated as income 


This rule has been criticized because 
of the inequitable results it often pro- 
duces. For example, if the executor dis- 
tributes to a decedent’s widow the fam- 
ily car or jewelry, which is not be- 
queathed specifically to her, the value of 
the property will be treated as a distri- 
bution of income. Moreover, the rule 
distorts the amounts which are taxable 
to residuary legatees. Assume that the 
residuary estate is left in equal shares to 
A and B, that the distributable net in- 
come of the estate for the taxable year 
is $10,000 and that $5,000 of income is 
distributed to A and $5,000 of income 
along with $40,000 of principal is dis- 
tributed to B. A is treated as receiving 
$5,000 of income and B is treated as re- 
ceiving $45,000 of income. A is taxed on 
10% of the distributable net income or 
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$1,000, and B is taxed on 90% of such 
income or $9,000. 

The literal language of the statute 
would also tax as income a gift or be- 
quest of a specific sum of money or of 
specific property if the amount is actual- 
ly paid in more than three installments. 
The Regulations, no doubt attempting 
to ameliorate the harsh results which 
would follow from this literal interpre- 
tation, treat such a payment as income 
only “if the gift or bequest is required 
to be paid in more than three install- 
ments under the terms of the governing 
instrument.” 

Since the separate share rule is limited 
to trusts,3 it does not prevent a bene- 
ficiary of an estate from being taxed on 
an amount greater than his proportion- 
ate share of the income for the taxable 
year. Although this suggests that there 
may be doubt as to the constitutional 
validity of the statute, it is probable that 
executors have avoided this problem 
either by postponing all distributions of 
principal until the administration of 
the estate has been completed, or by 
taking care that distribution of 
principal is made proportionately to all 
beneficiaries. Consequently, and since 


each 


the 1954 Code has been in force only a 
short time, there has been no reported 
case passing on the constitutionality of 
this provision of the income tax law. 
Furthermore, it is not clear from the 
history of the statute whether these re- 
sults were intended or whether they are 
due to an oversight in drafting. Thus 
that the statute be 
amended to prevent residuary legatees, 


it seems advisable 


devisees and takers of intestate property 
from being taxed on lump-sum distribu- 
tions of principal. Also, in order to pre- 
vent a beneficiary from being taxed on 
an amount of income of an estate or 
trust in excess of that from which he is 
entitled to’ benefit, the separate share 
rule should be extended to estates. 

The Advisory Group has proposed an 
amendment to accomplish the following 
results: 

1. Extend the exception from income 
treatment to any amount paid as a gift, 
bequest, or devise of a specific-sum of 
money or of specific property which is 
not to be paid in more than three tax- 
able years of the estate or trust, whether 
or not consecutive, and any gift, bequest, 
or devise payable at any one time under 
the governing instrument or local law, 
provided such amounts cannot be paid 
wholly from income. 

2. Except income 


from treatment 


amounts paid in full or partial satisfac- 
tion of a bequest, share, award, or allow- 
ance from the corpus of a decedent’s es- 
tate during a period within 36 months 
after the decedent’s death. 

3. Extend the separate share rule to a 
decedent’s estate. 


The tier system 


The 1954 Code establishes a two-tier 
order of priority for apportioning dis- 
tributable net income among beneficiar- 
ies of a complex trust. Distributable net 
income is taxed first to beneficiaries to 
whom required distributions of current 
income are made, and any remaining 
distributable net income is apportioned 
ratably among beneficiaries of all other 
current distributions which are treated 
as distributions of income. Taxpayers 
complain that this method of apportion- 
ing income often produces inequitable 
results by placing beneficiaries who re- 
ceive nothing but corpus in the same 
category with those who receive discre- 
tionary distributions of income. For ex- 
ample, assume that a trust has distribut- 
able net income of $20,000, one-half of 
which must be distributed currently to 
A, and that the trustee has the discretion 
to distribute the balance of income to 
B or to accumulate it, and also the dis- 
cretion to distribute principal to both 
beneficiaries. If the trustee distributes 
all the second half of income to B and 
distributes to A $10,000 of principal plus 
the $10,000 of income to which he is en- 
titled, A will be taxed in full on the 
trust income distributed to him, and A 
and B will each be taxed on one-half of 
the remaining distributable net income 
of $10,000. Thus, A will be taxed on a 
total of $15,000 and B will be taxed on 
$5,000. Since each receives a distribution 
of $10,000 of current income, a more 
equitable result would be to tax each on 
that amount. 

The statute should be amended to tax 
distributable income first to those who 
receive nothing but current income and 
any balance to those who receive distri- 
butions of prior years’ income and cor- 
pus. 


16 Fiduec. Rep. 225 (Orphans’ Ct., Montgomery 
County, Pa. 1956). 

2 Johnston, 141 F.2d 208 (CA-2), cert. den., 323 
U.S. 715 (1944); Plunkett, 118 F.2d 644 (CA-1, 
1941). 

%[The separate shares rule, applicable only to 
trusts, is an exception to the rule that all distri- 
butions come out of distributable net income. It 
allows the treatment of substantially separate 
and independent shares of different beneficiaries 
as though from separate trusts. Thus, if in one 
year a trust distributed part of its income and 
accumulated part, and also distributed corpus, if 
the interests of the beneficiaries can be treated 
as separate shares, the distribution of corpus is 
treated as such. In the’ absence of the rule, even 
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The Advisory Group recommends 
amendment of the statute to provide a 
four-tier order of priority which taxes 
income of estates and trusts to benefici- 
aries in the following order: 

1. Those to whom current distribu- 
tions of income are required. 

2. Those who receive discretionary 
distributions which can be made only 
from current income. 

3. Those who receive discretionary 
distributions which can be made from 
current income or from prior year’s in- 
come or corpus. 

4. Those who receive other distribu- 
tions—that is, required or discretionary 
distributions which can be made only 
from corpus or prior years’ income or 
both. 

As in the case of the present tier sys- 
tem, the income taxable to those who 
receive distributions in each tier after 
the first tier will be limited to distrib- 
utable net income remaining after re- 
ducing such income by the total distri- 
butions made to those in prior tiers. If 
the distributions to beneficiaries in any 
tier exceed the remaining distributable 
net income, such remaining income is 
allocated ratably among the beneficiar- 
ies in that tier. Amounts received by 
beneficiaries in any tier after the first 
tier will not be taxed if distributable net 
income has been exhausted by distribu- 
tions to those in prior tiers. 

The result in the above example 
would be that the distributable net in- 
come is allocated $10,000 to A in the 
first tier and $10,000 to B in the second 
tier and nothing is taxed to A by reason 
of the fourth tier distribution of corpus. 


Income to discharge obligations 


It is well settled that, if trust income 
is applied to discharge the legal obliga- 
tions of the grantor, such as the pay- 
ment of debts or the maintenance, edu- 
cation and support of minor children, 
the grantor is the beneficiary and the 
income is taxable to him.5 It was held 
under prior law that, if trustee had pow- 
er to apply income for the maintenance, 
education and support of a minor child 


the corpus distribution would be treated as com- 
ing from the accumulated income.—Ed.] 

*[In a special report dated June 30, 1958, the 
Advisory Group proposed language to restrict 
this exception if the Ways and Means Committee 
should consider such a solution preferable to the 
Group’s original recommendation. This alterna- 
tive proposal would allow this exception only if 
the distribution were of property (other than 
money) owned by the decedent at the time of his 
death or property the basis of which is deter- 
mined by property so owned.—Ed.] 

5See Touglas, 296 U.S. 1 (1935); Stokes, 296 
U.S. 551, rev’g. 79 F.2d 256 (CA-3, 1935); 
Schweitzer, 296 U.S. 551, rev’g. 75, F.2d 702 (CA- 
7, 1935); Reg. Section 1.662(a)-4 (1956). 
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[Mr. Craven practices law in Philadel- 
phia. He is a member of the firm of 
Barnes, Dechert, Price, Myers & Rhoads. 
This article was adapted by the editors 
from a fully footnoted paper in the Vir- 
ginia Law Review, Vol. 44, page 891.| 





of the grantor, the power was equivalent 
to a power to distribute the income to 
the grantor and the income was taxable 
to him, even though not so applied.® 

The income tax statute now provides 
that trust income not actually applied 
for that purpose shall not be taxed to 
the grantor merely because of a discre- 
tion in another person, the trustee or 
the grantor acting as trustee or co-trus- 
tee, to apply it for the support or main- 
tenance of a person whom the grantor is 
legally obligated to support.? The in- 
come remains taxable to the grantor if 
he, in a capacity other than as a trus- 
tee, has the power to apply the income 
for the support or maintenance of a 
legal dependent, or if any person has 
the discretion to apply the income to 
discharge a legal obligation of the gran- 
tor other than an obligation to support 
or maintain a dependent.8 On the other 
hand, if the income is not applied for 
support or maintenance, there is no au- 
thority for taxing to the grantor trust 
income which is paid to or accumulated 
for the benefit of his minor child. 

The Regulations state as the general 
rule that trust income used to discharge 
a person’s legal obligation is taxable to 
that person as if distributed directly to 
him as beneficiary.9 It makes no differ- 
ence under that rule who the grantor or 
the trustee may be. For example, if a 
grandfather creates a trust for the sup- 
port of a minor grandchild, the income 
which discharges the legal obligation of 
the child’s father to provide for his sup- 
port is taxable to the father as benefici- 
ary. A similar provision has been in 
prior Regulations since 1935;1° however, 
the validity of the rule has not been 
determined by the courts. 


Child’s resources 


The present Regulations contain cer- 
tain qualifications of the general rule, 
which did not appear in prior Regula- 
tions. They say that ihe term “legal ob- 
ligation” includes a legal obligation to 
support another person “if, and only if, 
the legal obligation is not affected by 
the adequacy of the dependent’s own 
resources.”11 As an example, they say 
that a parent has a legal obligation to 
support his minor child if, under local 
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law, property or income from property 
owned by the child cannot be used for 
his support as long as his parent is able 
to support him. They say, on the other 
hand, that, if, under local law, a mother 
may use a child’s own resources to sup- 
port him in lieu of supporting him her- 
self, no obligation of support exists, 
whether income is actually used for that 
purpose or not. They provide further 
that, since under local law a child ordi- 
narily is obligated to support a parent 
only if the parent’s earnings and re- 
sources are not sufficient, no “obliga- 
tion” on the child exists, whether or not 
the parent’s earnings and resources are 
sufficient. The Regulations conclude 
with the following statements: 

“In any event, the amount of trust 
income which is included in the gross 
income of a person obligated to support 
a dependent is limited by the extent of 
his legal obligation under local law. In 
the case of a parent’s obligation to sup- 
port his child, to the extent that the 
parent’s legal obligation of support, in- 
cluding education, is determined under 
local law by the family’s station in life 
and by the means of the parent, it is to 
be determined without consideration of 
the trust income in question.” 

If trust income is used for the support 
of a minor child, the Regulations thus 
make the taxation of the income to the 
father turn on the child’s right of sup- 
port under state law. If under local law 
a child’s own property or income may 
not be used for his support as long as his 
father is financially able to support him, 
then, assuming that his father is in fact 
able to support him, any trust income 
which discharges the father’s legal obli- 
gation of support is taxable to the fath- 
er. But if under state law a child’s own 
property or income may be used for his 
support without regard to his father’s 
resources, trust income used for that pur- 
pose will be taxed to the child and not 
to the father. 

By ruling of the IRS, the principle of 
the Regulations has been extended to 
income from securities transferred to a 
custodian as a gift to a minor under the 
Model Custodian Act, which permits the 
use of income for the child’s support 
without court order.12 In the case on 
which the ruling passed, the father was 
obligated under state law to support the 
child without resorting to the child’s 
separate property or income. It was 
ruled that, regardless of the relationship 
of the donor or the custodian to the 
child, income from the property which 


discharged the father’s legal obligation 
was taxable to the father under Section 
61 of the 1954 Code, which defines gross 
income. 

Even assuming the validity of the 
Regulations discussed above, the correct. 
ness of the ruling is open to question, 
There is no authority for charging a 
father with the realization of income 
merely because a minor child’s own 
property or income is used for the child’s 
support. If the ruling can be sustained, 
it must be on the ground that, although 
the gift purported to be an outright gift 
to the child, the property did not pass 
to the child, but passed to the custodian, 
as an intermediary similar to a trustee, 
empowered to divert the income from 
the child to the father by using it to dis. 
charge the father’s legal obligations, 
Since the ruling was based on Section 
61 and not Section 662(a), which relates 
to trust income, the ruling apparently 
did not consider the custodian arrange. 
ment as a trust. Presumably, the ruling 
would be different if the income were 
placed in a bank account in the child’s 
own. name and the child himself drew 
checks on the account (as minors are 
permitted to do in many states) to pay 
his own expenses. 

If efforts are made to apply the Regu- 
lations to income from a trust created 
by someone other than a parent, much 
litigation will-probably result. The na- 
ture and extent of a parent’s legal obli- 
gation to support a minor child under 
the law of most states is far from clear. 
The rule in many states appears to be 
that a child’s own property may not be 
used for his support as long as his father 
is financially able to support him. In 
many other states the law on this point 
is not clear. In every state a parent prob- 
ably has the legal obligation to provide 
the bare necessities of life for a minor 
child.1* In any event, the Regulations 
recognize that the extent of the obliga- 
tion is to be determined by the parent's 
own resources, and not by the amount 
of income provided by a trust created by 
someone else. 

The Regulations will no doubt lead to 
action by many state legislatures to per- 
mit the use of a child’s own property for 
his support. Such a state law would re- 
move any ground for applying the Reg- 
ulations to income from a trust created 
by another which is used to support the 
child. 


It is unsatisfactory to make a father’s 
liability for tax on trust income turn on 
the law of the particular state; a rule of 





— 





unil 
cou! 
Hov 
for 
for 
the 
tior 
nec 
law 
gar 
if i 
use 
tru 
chi 
per 
ler 
tax 
cat 
by 
is 1 


col 
avi 
gre 
lat 


on 








tion 
tion 
TOSS 


the 
rect. 
ion, 
4 a 
ome 
own 
ild’s 
ned, 
ugh 
gift 
pass 
ian, 
stee, 
rom 
dis. 
ons, 
tion 
ates 
ntly 
nge- 
ling 
vere 
ild’s 
lrew 
are 


pay 


egu- 
ated 
juch 

na- 
bli- 
ider 
lear. 
» be 
t be 
ther 
_ In 
oint 
rob- 
vide 
inor 
ions 
liga- 
nt’s 
punt 
1 by 


d to 
per: 
for 
| re- 
Reg- 
ated 
the 


1er's 
1 on 
e of 








uniform application throughout the 
country would be more satisfactory. 
However, the only appropriate ground 
for taxing a father on trust income used 
for the support of his minor child is that 
the income discharges his legal obliga- 
tion, and this legal obligation must 
necessarily be determined under state 
law. The Regulations recognize that, re- 
gardless of the father’s legal obligation, 
if it is permissible under local law to 
use a child’s own income for his support, 
trust income used for that purpose is the 
child’s and not the father’s. Therefore, 
perhaps the best solution of the prob- 
lem would be to include in the income 
tax statute a provision of uniform appli- 
cation that income from a trust created 
by someone other than a parent which 
is used for the support of a minor child 
shall be taxable to the child as benefici- 
ary. 


Multiple trusts 


The Treasury Department has been 
concerned for many years about the tax 
avoidance which results when the same 
grantor creates several trusts to accumu- 
late income for the same beneficiary, to 
whom the income, if distributed, would 
be taxed at higher rates than to the 
trusts. The five-year throwback rule, set 
forth in Sections 665 to 668 of the 1954 
Code, was aimed in part at such trusts. 
Another method of dealing with such 
trusts would be to provide for taxing as 
one entity all accumulation trusts cre- 
ated by the same grantor for substan- 
tially the same ultimate beneficiaries. 
The Advisory Group on Subchapter J 
has proposed such a statute. 


Fifty-dollar dividend exclusion 

If an estate or trust receives dividends, 
distributes a portion and retains the 
balance, it is not clear under the pres- 
ent statute how much of the $50 exclu- 
sion is allowable to the estate or trust. 
The Regulations provide in substance 
that a distribution of dividend takes 
away from the estate or trust a ratable 
portion of the exclusion.14 The statute 
should be amended to make clear that 
the exclusion is allowable to the estate 
or trust for the full amount of undis- 
tributed dividends not in excess of $50, 
and the Advisory Group has so recom- 
mended. 


Deduction on termination 


The statutory provision allowing bene- 


ficiaries to deduct the excess deductions 
of an estate or trust in the year of ter- 


mination leaves uncertain whether ex- 
cess deductions are allowable to bene- 
ficiaries on a partial termination. The 
statute should be amended to make clear 
that beneficiaries succeeding to a share 
of the property on a partial termination 
of an estate or trust are entitled to the 
excess deductions allocable to that share. 


Capital-gain distributions 

Capital gains are excluded from dis- 
tributable net income and thus are not 
taxed as income to beneficiaries if (1) 
they are allocated to corpus of an estate 
or trust and (2) they are not paid, cred- 
ited, or required to be distributed to a 
beneficiary during the taxable year. The 
first requirement can be met by book- 
keeping entries. However, there is no 
rule for determining whether or not 
capital gains are considered paid to 
beneficiaries in cases where the gains 
are credited to principal and distribu- 
tions are made from principal in the 
same taxable year. The Advisory Group’s 
proposed amendment would provide in 
substance that the fiduciary may deter- 
mine by entries on his books or records 
and by notice to beneficiaries whether 
a distribution of principal includes a dis- 
tribution of capital gain. 


Treatment of charitable beneficiaries 

The present statute allows a special 
deduction for income which is paid to 
or permanently set aside for a qualified 
charitable beneficiary or purpose. It 
would simplify the problem of allocating 
various classes of income and would re- 
lieve the fiduciary of the duty of ascer- 
taining the qualification of the charity 
or purpose of the deduction if a charit- 
able beneficiary were treated in the same 
way as an individual beneficiary. The 
fiduciary would simply take a deduction 
for the income dividend distributed or 
set aside, as in the case of a distribution 
to an individual beneficiary. The bur- 
den would then be on the charitable 
beneficiary to establish its right to an 
exemption from tax. 

The Advisory Group’s proposal em- 
H.R. 11997 
statute to provide that a charitable bene- 


bodied in amends the 
ficiary shall be treated in the same way 
as an individual beneficiary. However, 
under the proposed amendment a char- 
itable beneficiary would be treated as a 
fourth-tier beneficiary, so that, if all the 
income is distributed to a charity and 
amounts of principal are paid to an in- 
dividual, both beneficiaries would be 
deemed to receive distributions of in- 
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come and the distributable net income 
would be apportioned ratably between 
them. This latter provision is considered 
highly objectionable by the author. 


Beneficiary’s final return 


When a beneficiary of a trust dies, it 
is not clear under the present statute 
how much of the trust income received 
to the date of his death is includible in 
his final return and how much is includ- 
ible in the return of his estate. The 
Regulations provide that the amount of 
current income of the trust actually dis- 
tributed to the beneficiary during his 
lifetime is includible in his final return. 
This position is open to question. The 
regulations are contrary to a ruling is- 
sued by the IRS under the 1939 Code.15 
Likewise, it is not clear whether deduct- 
ible items paid from principal of the 
trust after the beneficiary’s death, but in 
the same taxable year, inure to any ex- 
tent to the benefit of the deceased bene- 
ficiary. Under the Regulations, the de- 
ceased beneficiary apparently would re- 
ceive no benefit from such deductions.16 

The statute is in need of clarification 
on both of these points. The Advisory 
Group has recommended a satisfactory 
solution. It would provide that the de- 
ceased beneficiary’s share of net income 
received by the trust to the date of his 
death shall be included in the benefici- 
ary’s final return, whether or not dis- 
tributed before death, and that in arriv- 
ing at such share of net income, any 
items of deduction properly chargeable 
under local law against the beneficiary's 
share of income shall be allowed as de- 
ductions, whether paid before or after 
the date of death. 


Income of a decedent 


The present statute, designed to tax 
to a decedent’s estate or beneficiary in- 
come accrued to the date of his death, 
contains no definition of income in re- 
spect of a decedent. This has resulted in 
some confusion and uncertainty in ap- 
plying the statute. Income which falls 
in that category is subject to estate tax 


® Stuart, 317 U.S. 154 (1942). 

71954 Code, Section 677 (b). 

8 Reg. Sections 1.677(b)-1(d), (e) (1956). 

® Reg. Section 1.662(a)-4 (1956). 

10 See Reg. 118, Section 162-1(f) (1953). 

11 Reg. Section 1.662(a)-4 (1956). 

12 Rev. Rul. 56-484, 1956-2 CB 23. 

13 On the other hand, it is doubtful that luxuries, 
such as a trip to Europe or an expensive car, 
would be considered part of a parent’s legal obli- 
gation in any state. The same is probably true of 
tuition at a private preparatory school. The ex- 
penses of a college education would be in a 
doubtful category in most cases. 

14 Reg. Section 1.661(c)-2 (1956). 

15 See Letter, Feb. 6, 1947, in Montgomery, “Es- 
tates, Trusts and Gifts” 246 (1951-52). 

16 See Reg. Section 1.663(c)-3(e) (1956). 
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as well as to income tax to the estate or 
beneficiary, with a deduction for the es- 
tate tax permitted in computing income 
tax on such income. However, the de- 
duction is limited to the net amount 
of Federal estate tax on such income— 
that is, the Federal estate tax reduced 
by the credit for state death taxes, gift 
tax and foreign death taxes. The result 
in some cases is that the estate and in- 
come taxes amount to more than 100% 
of the income. 

The statute should be amended to set 
forth a satisfactory definition of income 
in respect of a decedent. What is more 
important, there should be an amend- 
ment which would grant some measure 
of relief from the double taxation of this 
class of Such relief could be 
provided by allowing either (1) a credit 
for the estate tax against the income tax 
or (2) an income tax deduction for the 
gross amount of the Federal estate tax 
without reduction for various credits al- 
lowed against such tax.17 

Income of a trust which is retained by 
the trust in one year and distributed to 
a beneficiary in a succeeding year may 
be taxed to the beneficiary as if distrib- 
uted to him in the year in which it was 
received by the trust, limited to income 
received by the trust not more than five 


income. 


years prior to the year of distribution. 
The rule does not apply to an estate in 
process of administration, and there are 
certain exceptions to its application to 
income of a trust. The throwback rule 
has been the subject of much criticism, 
and it has been suggested that the prior 
period to which it applies should be re- 
duced from five years to two years and 
that there should be further exceptions 
to the rule.1§ 

It is the author’s view that there is 
little justification for the throwback 
rule. 

Furthermore, if a statute is enacted 
to deal with multiple trusts, the throw- 
back rule should be abolished. But if 
the rule is not abolished, it would be 
desirable to amend the statute to grant 


17 [In its final report dated December 29, 1958, 
the Advisory Group proposed a revision of Sec- 
tion 691 which would include a specific defini- 
tion of that term; it also recommended an in- 
come tax deduction for the gross Federal estate 
tax reduced only by the credit for the tax on 
prior transfers and by so much of the gift tax 
credit as relates to items other than income in 
respect of a decedent.—Ed.] 

18 [In its final report, dated December 29, 1958, 
the Advisory Group reported that although some 
members of the group felt that the throwback 
provisions should be repealed, a majority was not 
prepared to recommend repeal at that time and 
believed that an effort should be made to improve 
existing provisions. The amendments the group 
proposed expand the exceptions to the throwback 
rule.—Ed. | 
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relief from some of its harsh effects and 
relieve fiduciaries of the burden of mak- 


ing the intricate computations which are 
required under the rule. % 


New Regulation drops rule that trusts’ 


post-termination income is distributable 


by H. PETER SOMERS 


From 1956 until their recent amendment, the Regulations treated as distributable 


all income earned by a trust after its termination, but prior to the year of final 


distribution. Mr. Somers analyzes this old rule and the inequities it has fostered 


and contrasts it with the position recently adopted by the Service that whether the 


income is distributable and, therefore, taxable to the remainderman or not will be 


determined by the law of the state and the terms of the instrument creating the 


trust. This discussion is particularly timely for trustees considering electing to have 


this new rule applied retroactively, because the final date for making the election 


is April 15, 1959. 
OF TAX LITERATURE is, 


A perhaps inevitably, devoted to a dis- 
cussion of the errors said to have been 
perpetrated by the Commissioner in 
reaching decisions or taking action un- 
favorable to particular taxpayers. Hap- 
pily, the occasion for the present com- 
ment is not to subject the Commissioner 
to further criticism, but to praise him 
for the substance of the recent amend- 
ment to Section 1.641(b)-3,1 if not its 
form.2 This is the Regulation under 
Subchapter J (income taxation of estates 
and trusts) which deals with the termi- 
nation of trusts and estates for income 
tax purposes. 

The Regulations have long provided 
that ordinarily the status of a trust as a 
separate taxpayer is not automatically 
terminated upon the occurrence of the 
event which, under the terms of the 
governing instrument, calls for the dis- 
tribution of principal to the remainder- 
man. Rather, existence of the trust con- 
tinues for income tax purposes for a 
period reasonably calculated to permit 
the trustee to render final accounts, pay 
taxes, prepare a schedule of distribution 


GOOD DEAL 


1TD 6353, January 13, 1959. 

2 The amendment begins with a paragraph stat- 
ing a general rule subject to an exception stated 
in a subsequent subparagraph. The subsequent 
subparagraph referred to is introduced by a sub- 
division which, in turn, starts out by referring to 
a further exception described in the last sentence 
of the subdivision. To make matters worse, these 
exceptions deal only with past taxable years, but 
this cannot be ascertained without reading the 
full subdivision dealing with them. Section 1.641 
(b)-3(c) (1959). 

% Section 1.641(b)-3(b) (1956). 

*See Coachman, 16 TC 1482 (1951). 

5 Restatement, Trusts Section 344, Comment a. 
® Section 1.641(b)-3(c) (1959). 

7 Sections 1.643(a)-3(a)(2) and 1.643(a)-3(d) 
Example (4) (1956); S. Rep. No. 1622, 83d 


and generally wind up its affairs in an 
orderly fashion. This rule has received 
judicial approval‘ and is consistent with 
trust law on this point.5 

A more difficult problem is presented 
by the question as to whether the in. 
come, including capital gains, received by 
the trust during the winding-up period is 
to be treated as an amount required to be 
distributed currently, so as to be tax. 
able to the remainderman to the extent 
of distributable net income, even if 
no distribution of any kind is actually 
made to him during the taxable year 
involved. It is with this question that 
the new amendment® to the Regulation 
is concerned and, in essence, it provides 
that this is a matter to be determined in 
accordance with local law. 


The Regulation before amendment 


There can be little doubt that, in the 
year of final distribution, both ordinary 
income and capital gains of the trust 
are, subject to the distributable net in- 
come limitation, 
mainderman 


the re 
since distribution is, in 
fact, made to him,7 but considerable un- 


taxable to 


Cong., 2d Sess. 343-344 
2d 645 (CA-6, 1948). 
8 Section 1.641(b)-3(c) 


(1954); Carlisle, 165 F. 
(1956). Indeed, literally 


a ea aa 


construed the language of the example given in | 
the Regulation would have required the inclusion | 
in the remainderman’s income of capital gains 


realized prior to the life tenant’s death in the 
taxable year of the trust within which he died. 
How such treatment was to be reconciled with 
the separate share rule as applied to successive 
interests under Section 1.663(c)-3(e) was not 
explained. Perhaps because of this discrepancy 
between the separate share rule and old Section 
641(b)-3(c) the amendment to Section 641(b)4 
(c), as first proposed in August, 1957, woul 
have modified the example so as not to include 
in currently distributable items capital gain 


realized prior to the life tenant’s death. 
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certainty has prevailed in the past with 
respect to the proper treatment of in- 
come earned by the trust subsequent to 
the event by which its duration is meas- 
wed, but prior to its last taxable year, 
ie, the year in which final distribution 
takes place. 

The Regulation, as originally issued 
under the 1954 Code, provided that in- 
come and capital gains of the trust dur- 
ing this period were generally to be re- 
garded as amounts required to be dis- 
tributed currently, thus making them 
taxable to the remainderman whether 
or not actually distributed to him.® Al- 
though consistent with a prior ruling on 
this point,® this provision was unsatis- 
factory for a number of reasons and its 
validity was questionable. There did not 
appear to be any basis for it in the 
statutory language nor could its adop- 
tion be justified as a matter of local trust 
law, for ordinarily the trustee is not 
bound to make immediate distribution 
of either income or corpus after the life 
tenant’s death. Certainly, the executor 
or administrator has no such duty in the 
closely analogous situation involving the 
settlement of an estate and in the latter 
case it is, of course, well established that 
income of an estate, if accumulated dur- 
ing the period of administration, is tax- 
able to the estate, not to its beneficiaries. 
A remainderman, on the other hand, 
would under the old Regulation have 
been taxed on the trust income pending 
final distribution, even though he had 
not yet received any cash or property 
with which to pay the tax. 

Case law under the 1939 Code was 
not consistent on this point. Thus, the 
Second Circuit, recognizing the analogy 
between the winding up of a trust and 
the settlement of an estate, had held 
that trust income earned during the 
termination period was not currently 
distributable,!0 whereas a contrary re- 
sult was reached by the Fourth Circuit 
without, however, a very persuasive an- 
alysis of the issues involved.11 

Moreover, the old Regulation had the 
incidental effect of multiplying the occa- 
sions on which a mechanical defect of 
the distributable net device 
would appear in a fairly common termi- 
nation situation. Thus, it is not unlikely 
that a trust may during its winding-up 
period have large capital gains derived 
from the sale of securities, little ordinary 
income and heavy deductible expenses, 
such as terminal commissions. For ex- 
ample, assume that the trust has capital 
gains of $10,000, no ordinary income and 


income 


deductible expenses of $5,000. If the 
gain is not required to be distributed, 
no tax would be payable. (Capital gain 
of $10,000, less 50% deduction for capi- 
tal gains allowable under Section 1202 
and deductible expenses of $5,000.) On 
the other hand, if the gain is deemed 
required to be distributed currently, as 
it was under the old Regulation, a literal 
application of the statute would result in 
the inclusion 
gross income of capital gain in the 
amount of $5,000. (Distributable net in- 
come would technically be $5,000, i.e., 
gain of $10,000 less deductible expenses 
of $5,000, since Section 643(a)(3) spe- 
cifically provides that the 50% deduction 
for capital gains allowable under Sec- 
tion 1202 may not be taken into account 
in computing distributable net income.) 
This result is obviously inequitable and 
undoubtedly unintended; accordingly, 
the Service may in appropriate cases 


in the remainderman’s 


issue private rulings which avoid this 
distortion. However, under the new 
Regulation the problem is not likely to 
arise in this context, unless the fiduciary 
does, in fact, make a distribution. 

But perhaps the most serious objec- 
tion to the rule of the old Regulation 
was that it unjustifiably created yet an- 
other situation in which the application 
of Subchapter J departed from tradi- 
tional concepts of probate accounting 
and fiduciary practice. If income during 
the winding-up period of a trust is not 
considered currently distributable as a 
matter of trust law and practice, it 
should not be so treated for income tax 
purposes, unless such treatment is re- 
quired by the statute, either expressly 
or by necessary implication, for it is the 
lack of correlation between tax law and 
fiduciary practice which has been the 
principal source of irritation and con- 
fusion in the operation of Subchapter J. 

No doubt, there are some instances in 
which greater ease of administration or 
the elimination of significant tax avoid- 
ance oportunities would warrant a de- 
parture from local-law principles. But 
the old Regulation 
justified on such grounds, particularly 


could hardly be 


when any tax advantage which might 
be gained by a taxpayer in its absence 
would not be peculiar to termination 
situations and in any event would be of 


® Rev. Rul. 54-503, 1954-2 CB 237. 

10 First Trust & Deposit Co., 118 F.2d 449 (CA-2, 
1941). 

il Bryant, 185 F.2d 517 (CA-4, 1950). 

12 Section 1.641(b)-3(b) (1956). 

18 Section 1.641(b)-3(d) (1956). 

14 Prop. Reg. Section 1.641 (b)-3(c) (2) (1957). 

1 Section 1.641(b)-3(c) (1959). 

186 Section 1.651(a)-2 (1956). 
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[Mr. Somers is a member of the Massa- 
chusetts and Pennsylvania bars and an 
associate of Morgan, Lewis & Bockius, 
Philadelphia.| 





short duration. The possibility of tax 
avoidance by an undue prolongation of 
the existence of the trust as a separate 
taxable entity subsequent to the death 
of the life tenant for the purpose of 
accumulating income at a low bracket 
for ultimate distribution to a high 
bracket remainderman would seem effec- 
tively foreclosed by a separate provision 
of the Regulation specifically directed 
against unreasonable delay in complet- 
ing liquidation.12 Indeed, if the trustee 
were to delay final distribution arti- 
ficially in order to minimize income 
taxes, the Commisisoner might well take 
the position that, since under local law 
the remainderman presumably could at 
any time compel the trustee to make dis- 
tribution, the remainderman had in 
effect the sole power to vest the income 
and corpus in himself and hence would 
have to be treated as the owner of the 
trust property under Section 678(a). This 
is the result reached in the Regulations, 
though not in reliance on Section 678, 
but rather on the theory that under such 
circumstances the trust is to be regarded 
as having, in fact, terminated for income 
tax purposes.13 

An _ additional, and 
troublesome, 


particularly 
problem under the old 
Regulation related to the proper treat- 
ment of trust income subsequent to the 
terminating event in cases in which the 
identity of the parties entitled to suc- 
ceed to the trust property upon the 
death of the remainderman was in dis- 
pute or being litigated. The amendment, 
as initially proposed, would have carved 
out a specific exception from the general 
rule of current distributability under 
these circumstances.!4 


The new Regulation 

The new Regulation!5 disposes of 
these problems quite appropriately by 
providing that whether income and capi- 
tal gains of a trust during the period 
subsequent to the occurrence of the 
event calling for its termination are to 
be treated as amounts required to be 
distributed currently depends upon the 
principles stated in Regulation Section 
1.651(a)-2, according to which the terms 
of the governing instrument and ap- 
law are controlling.!® 


plicable local 


Thus, no longer will a remainderman be 
exposed to liability for income tax on 
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amounts received, but not distributed, 
by the trustee during the period of 
termination, except in the relatively rare 
event that under local law the trustee 
would be bound to distribute currently 
any income received during this period. 
Nor will the fiduciary be compelled to 
face the perplexing problem of admin- 
istering the affairs of the trust according 
to one set of rules for probate purposes 
and according to an inconsistent set of 
rules for income tax purposes. 

The Commissioner’s abandonment of 
the old rule of treating income of the 
period as currently dis- 
tributable does, of course, open up new 
opportunities for careful tax planning. 
Essentially, these opportunities are the 
same as those which exist during the 
period of administration of an estate. 

As in the case of an estate, income re- 
ceived by the trust during the winding- 
up period may now be allocated between 
the trustee and the remainderman in a 
manner designed to minimize the over-all 
income tax liability, whereas formerly all 
of it would have been taxed to the re- 
mainderman. If, in the absence of any 
distribution, the top tax bracket of the 
trust would be higher than that of the 
remainderman, the trustee now can by 
a judicious distribution of income or 
corpus shift a sufficient portion of the 
income to the remainderman to equalize 


termination 


the income tax brackets. Conversely, if 
the remainderman has substantial non- 
trust income, so that his bracket will be 
higher than that of the trust even if no 
distribution at all is made, it would 
from a tax point of view be advantage- 
the 
trust prior to final distribution. 


ous to accumulate income in the 
Perhaps it is this flexibility of income 
allocation which accounts for the Com- 
missioner’s apparent reluctance to sub- 
scribe to the view finally adopted in the 
amendment. But such flexibility exists 
throughout Subchapter J whenever dis- 
cretionary distributions are involved, al- 
though in the case of trusts this flexi- 
bility is generally circumscribed by the 
throwback rule, under which income ac- 
cumulated in prior years may, upon dis- 
tribution, be it had 
distributed in the year in which it was 
the trust. 
situations 


taxed as if been 


received by However, in 
the throwback 
rule is of limited applicability in view 


termination 
of the specific exception excluding final 


17 IRC Section 665(b) (4) (1954). 

18 Excess distributions in amounts less than 
$2,000 are exempt from the throwback rule. IRC 
Section 665(b) (1954). 

19 Section 1.641 (b)-3(c) (2) (i) (1959). 
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distributions from its operation, pro- 
vided that no transfer was made to the 
trust within nine years of its termina- 
tion.17 Nevertheless, cases may arise in 
which income accumulations during the 
termination period could ultimately re- 
sult in a throwback. For example, as- 
sume that, subsequent to the event call- 
ing for the termination of the trust, in- 
come is accumulated in one taxable 
year and in the following year a partial 
distribution of corpus is made which 
exceeds the income for such year by 
more than $2,000,18 but distribution of 
the balance is delayed because of con- 
tingent claims or litigation. Unless the 
partial corpus distribution qualifies as 
a “final distribution” because incident 
to the liquidation process, it would 
bring a throwback into play with the 
result that any tax saving derived from 
the prior accumulation of income may 
be neutralized. 


Retroactive election 


It should be noted that, with respect 
to taxable years of a trust ending be- 
fore September 1, 1957, the amended 
Regulation gives the trustee an election 
to have either the new rule or the pro- 


Estate may deduct payment out of in- 
come in respect of a decedent [Old Law). 
Decedent here was a physician who left 
accounts receivable from patients valued 
at over $65,000. Collections were taxable 
to the estate as income in respect of a 
decedent and the estate claimed a deduc- 
tion on the payment of this income to 
the The Commissioner 
denied it, arguing that income as defined 
for the deduction for payments to bene- 
ficiaries income earned by the 
estate, not corpus items treated as in- 
come because they were in respect of 
a decedent. The court reviews decisions 
in its circuit and finds that the 
were factually different from this one. 
(Huesman, 198 F.2d 133, and Linde, 213 
F.2d 1, cert. den. 348 U. S. 871). Examin- 
ing the statute, the court finds nothing 
to deny the deduction. Income in re- 
spect of a decedent is taxable income 
and the deduction should be allowed. 
[The 1954 Code specifically defines dis- 
tributable net income which is both tax- 
able to the estate and the 
deductible payments to the beneficiaries. 
—Ed.| Garbeson Estate (Midland Nat. 
Bank, Ex’r), DC Mont., 1/5/59. 


beneficiaries. 


means 


cases 


source of 
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visions of the old Regulation apply for 
the termination period, unless he had 
previously filed a fiduciary return on 
the basis of the new rule, notwithstand. 
ing the old Regulation. The election, jf 
available, must be made by a statement 
filed on or before April 15, -1959, with 
the District Director with whom the 
fiduciary return for such year was filed.19 
In summary, the recent amendment 
would appear to be a distinct improve. 
ment over the old Regulation. Not only 
does the new approach seem more con- 
sistent with the statutory structure, but 
also it will relieve the remainderman of 
the risk of being taxed on income with. 
out yet having received a distribution 
of any kind. At the same time it should 
lighten the adininistrative burden of 
the trustee by co-ordinating income tax 
consequences -with local trust law. Al 
though reliance upon local law may add 
an element of diversity and, perhaps, 
uncertainty which did not exist under 
the relatively rigid rule of the old Regu- 
lation, this is a problem which is in- 
herent in a_ statutory scheme under 
which the question of whether income is 
distributable is 
problem. 


local-law 


basically a 





Income paid-to charity with residue is 
deductible. The IRS changes its posi 
tion on the deductibility of income paid 
over to a charity with a portion of the 
residue of an estate in settling a will 
contest. The income in question was 
earned during the period of controversy 
between proponents of a will giving all 
the residue to charity and one giving it 
to relatives. The IRS originally took the 
position (Rev. Rul. 55-122) that, because 
the will did not provide for a gift of in- 
come to charity, the executor could not 
it as a charitable contribution. 
(159 F.Supp. 34) held 
otherwise and the IRS, reversing Rev. 
Rul. 55-122, follow 
that case. Rev. Rul. 59-15. 


deduct 
Emmanuelson 


announces it will 


Ten-year trust taxable as a corporation. 
The beneficiary of a testamentary trust 
created a new one to hold the inherited 


a a 


property at the expiration of the old 


The trust is held to be an association 


taxable as a corporation. The full dis 
cretionary powers granted to the trustees 
to manage and control the trust prop 
erty show an intention to manage, nod 
liquidate, it. The testimony and type o 
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property indicated the prime motive 
was to continue operations. Cooper, 
CA-10, 11/28/58. 


Perpetual care fund taxable as single 
trust. A cemetery corporation agreed to 
turn over to a bank as trustee 10% of 
the sales price of each lot to be used 
as a fund for the perpetual care of the 
cemetery. The IRS rules that the intent 
was to create one trust, not multiple 
trusts. Rev. Rul. 59-30. 


Income from decedent’s property tax- 
able to widow; no trust created. In an 
opinion in which few of the facts are 
stated, the court holds that decedent’s 






*xTrust included in estate of grantor 
with broad management powers. In 
1925, decedent established three spend- 
thrift trusts for the benefit of three of 
his children, himself a 
Nine months 
prior to his death in 1949, he exercised 
his power of termination, but on condi- 


reserving to 


power of termination. 


tion that each of the beneficiaries estab- 
lish a new trust. It was agreed by the 
parties that the decedent, who was one 
of two trustees, was to be considered the 
grantor of such trusts. Decedent as co- 
trustee possessed extremely broad powers 
of management, among which were: (1) 
To exchange trust property for other 
property; (2) To retain or invest in 
property although of a kind or in an 
amount which ordinarily would not be 
considered suitable for trust investment, 
including non-productive and wasting 
investments; (3) To determine what 
should be charged or credited to income 
and what to principle without any 
limitation whatsoever and (4) To decide 
whether or not to meke deductions from 
income for depreciation, amortization or 
waste and in what amount. There was 
also a_ broad exculpatory clause. The 
sole issue before this court was whether 
such broad management powers 
amounted to the retention by the de- 
cedent of the right to designate who 
should possess or enjoy the property or 
income therefrom, or a power to alter, 
amend, revoke or terminate the trust. 
The court hoids that the retained man- 
agement powers were tantamount to a 
power to designate under new Section 
2036 and that the entire corpus of each 
trust is includible in the decedent's 
estate. The district court had empha- 
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will did not create a trust, but rather 
gave his widow a life estate. The in- 
income of the property is, therefore, tax- 
able to her, as the Government con- 
tended, rather than to a testamentary 
trust. Smith, DC Tex., 10/27/58. 


Trust accounting determines distribut- 
able income. The Commissioner com- 
puted taxpayer’s distributive share of a 
trust in accordance with the trustees’ ac- 
counting to the state court. This court 
agrees. No opinion is reported; it may 
be inferred from the facts that taxpayer 


had reported as income only the 


amounts actually received. Doyle, DC 
Calif., 11/19/58. 





sized the power to exchange assets, but 
this court emphasized that it was the 
combination of managerial powers which 
required inclusion. Although it assumed 
that a court of equity would intervene 
if the trustees acted in utter disregard of 
the beneficiaries’ rights, the lack of any 
external standard with which to measure 
the trustee’s conduct necessarily meant 
that the trustees could “very substan- 
tially shift’’ the economic benefits of the 
trusts between the life tenants and the 
remaindermen. The power so to shift 
economic benefits is tantamount to a 
power to designate the person who shall 
enjoy the trust property and requires 
inclusion of the entire value of the trust 
funds. Cushing Estate (State Street Trust 
Co. Ex’r), CA-1, 1/23/59. 


Constitutionality of premium-payment 
test upheld (Old Law). Decedent, who 
died in 1951, had in 1946 assigned sev- 
eral insurance policies on his own life 
to his sons, and thereafter the sons paid 
the premiums. Upon his death, the Com- 
missioner included in his gross estate 
that part of the proceeds of the policies 
proportioned to the amount of pre- 
miums paid by him. The taxpayers at- 
tacked the inclusion on the ground that 
the statute, so applied, imposed an un- 
apportioned direct tax on the proceeds, 
in violation of Article 1, Section 2 and 
Section 9 of the Constitution, and was, 
further, so arbitrary and unreasonable 
as to violate the due process clause of 
the Fifth Amendment. This court holds 
that the tax under the 1939 Code was 
an indirect, not a direct, tax and that 
the imposition of both a gift tax on the 
“policy rights” transferred by the owner 
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and an estate tax on the “proceeds 
rights” which mature on the insured’s 
death is neither arbitrary nor unreason- 
able within the meaning of the due 
process clause. Schwarz DC La., 1/9/59. 


Insurance includible; decedent paid 
premiums (Old Law). Decedent's wife 
took out three life insurance policies on 
the life of the decedent, naming herself 
as owner and primary beneficiary. All 
premium payments were made by checks 
drawn on the wife’s bank account. Over 
95% of the deposits to the wife’s ac- 
their source in 
check’s drawn on the decedent’s personal 
checking account. Since it was the dece- 


count, however, had 


dent who was thus indirectly paying the 
premiums, the Tax Court held that the 
insurance proceeds were includible in 
the decedent's gross estate. This court 
affirms. Loeb Estate, CA-2, 11/28/58. 


Estate includes policies on life of an- 
other. At her death decedent was the 
owner of policies of insurance on the 
life of her husband, who survived her. 
The Commissioner included these poli- 
cies, at their replacement value, in her 
estate and the court approves. Although 
the policies named others as contingent 
beneficiaries and thus it was true, as her 
estate argued, that by her death she 
lost all right under the policies, still at 
the date of death she had the valuable 
cash surrender and other rights. Donald- 
son, 31 TC No. 74. 


Court values stock of family corpora- 
tion. 
fourth of the stock of a family owned 
brewing corporation. The estate tax re- 
turn valued it at $37.50 (a total of about 
$500,000). They 
alleging a true value of $30. The Gov- 


Decedent owned less than one- 


now sue for refund 
ernment contended for $125, its book 
value; various experts for the taxpayer 
placed it at from $28 to $38. The Court 
values it at $33.58. Goetz Estate (First 
Trust Co., Ex’r), DC Mo., 12/12/58. 


Wife's interest in policies was termin- 
able; no marital deduction. Decedent's 
widow was beneficiary of five insurance 
policies on his life. She was to receive 
monthly payments, but on her death 
the payments would be made to persons 
named by the decedent. Her right to 
receive payments of principal of the 


policies was extremely limited. The 
court concludes that they are not 
eligible for the marital deduction. 


Werbe Estate, DC Ind., 11/10/58. 
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How to arrange asset sale, exchange and 


disposition to get capital-gains treatment 


by PAUL A. LEVY 


Because of the requirement that there be a sale or exchange before a gain or loss 


can be capital, the question of the form of disposition of capital assets is an im- 


portant one, and the somewhat tenuous theories of sale elaborated in the many 


cases construing these words have drawn fine, often artificial lines separating trans- 


actions the economic effect of which is practically identical. The result has been 


constant changing of the Code to give capital treatment to transactions excluded; 


the latest such change, giving capital treatment to cancellation of certain leases 


and agency agreements (Section 1241), solves the problem for those who come 


precisely within its terms. In many other areas tax advisers must carefully consider 


the criteria established in defining a sale and, when a proposed. transaction has 


some of the elements of a redemption or cancellation, be cautious in the forms 


they choose. Having decided whether a capital or ordinary gain or loss is desirable, 


thev will want to review carefully the tests that determine whether there was a 


sale. Paul A. Levy, a Philadelphia attorney, has researched these questions and 


writes here of the development and present status of the concept of sales, especially 


in its application to leases and agency agreements. 


" Beegeee GAINS AND LOssEs are defined 
in terms of the gain or loss derived 
from the sale or exchange of capital 
assets, substantially the same definition 
used in the Revenue Act of 1921, when 
Congress first recognized the need for 
taxing capital gains at lower rates than 
ordinary income. Although much con- 
fusion has arisen because of this require- 
ment, it has never been changed. 


Sale, exchange and disposition 

For tax purposes, there is realization 
of gain or loss whenever there has been 
a “sale or other disposition” of prop- 
erty.1 A disposition is a broader term 
and includes the idea of “getting rid of 
or relinquishment of anything.” Thus 
the satisfaction of a claim is a disposi- 
tion within the meaning of the Code. A 
sale is a contract whereby one acquires 
a property interest in the property sold, 
in return for a valuable’ consideration 
generally understood to mean money.? 


An “exchange” is hardly distinguishable 
from a sale except to the extent that an 
exchange implies that the consideration 
received for the transfer of property is 
in the form of property other than 
money. 


Is it property in hands of transferee? 


On the basis of the above definitions, 
it was held that, if a bond, purchased at 
a discount, is redeemed at par by the 
obligor, there is a disposition of the 
asset and a realized gain. However, 
capital gain treatiaent was denied be- 
cause the transferee (the obligor) did not 
acquire a property interest in the debt, 
and besides, under ordinary usage such 
a transaction is considered a redemption. 
While the ordinary meaning of sale or 
exchange makes this result inescapable, 
the transaction is hardly distinguishable 
from a sale of similar bonds to a third 
party before the date of redemption. By 
adding to the Code a provision that re- 


demptions of bonds be considered an 
exchange, Congress corrected this in. 
equality of treatment. Similar problems 
have arisen in a variety of situations 
where the transaction itself, in common 
usage, would not be called a sale or ex. 
change, but where in fact a capital asset 
in the hands of the transferor was ex. 
changed for a consideration. For exam. 
ple, if a note is transferred to the ob. 
ligor, or a judgment to the judgment 
debtor, in return for the amount due, 
the transactions are spoken of as a 
satisfaction of the debt or the judgment. 
Likewise, if other contract rights are 
given up or modified for a consideration, 
the transaction might best be described 
as surrender, release, cancellation, o7 
discharge of the contract rather than a 
sale of the rights. But if these contracts 
are sold to thitd parties, the transaction 
is considered a sale. In attempting to 
distinguish between sales and other dis. 
positions, the courts have made the 
determining factor whether the property 
transferred remains as property in the 
hands of the transferee. 


Satisfaction of debts and judgments 


In the leading case of Hale v. Helver- 
ing, 85 F.2d 819 (Cir. D.C.) aff’g. 32 
BTA 356 (1936) it was decided that a 
settlement of mortgage notes for less 
than full value was not a capital loss. In 
this case the debtor was financially able 
to pay the notes, but refused to, and 
after suit was started by the taxpayer- 
creditors, they decided to compromise the 
claim. The reason given for denying a 
capital loss to the creditors was that 
this kind of transaction is normally con- 
sidered, not a sale, but rather a settle. 
ment. In reaching this result, the court 
rationalized its holding that there was 
no sale by saying that the debtor did not 
acquire any property (even though the 
notes were turned over to him) and 
therefore there was no transfer of prop- 
erty to him. Instead, the property in- 
terest in the notes was “extinguished.” 
In Bingham, 105 F.2d 971 (2nd Cir. 
1939), the taxpayer-creditor returned 
notes to the maker in return for a re 
conveyance of the property for which 
the notes had been given. In an at 
tempt thus to distinguish the transaction 
from that in Hale, it was argued that 
the maker sold back the property for 
the notes and, therefore, there was aa 
exchange. However, the court reasoned 
that the ordinary meaning of sale did 
not fit this transaction. Again, the 


theory of what happened to the notés 
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when they were transferred to maker, 
ie., that the property rights in the notes 
were not “transferred” to the maker, 
but were merely extinguished, was used 
to explain why there was no sale. 

Using the ordinary meaning of “sale,” 
the court found ordinary income* on 
payment of a judgment which had been 
purchased at a discount from the le- 
gatees of an estate and later satisfied. It 
was conceded that the judgment con- 
stituted a capital asset. However, there 
was no sale or exchange because, al- 
though the payment of the judgment 
extinguished a claim against the debtor, 
the debtor did not “‘acquire” any prop- 
erty. The court pointed out that, had 
the judgment been transferred to some- 
one other than the debtor, the property 
would still be in existence after the 
transaction. Similarly, when the pur- 
chaser or assignee of a contingent fee, 
accounts receivable, or insurance com- 


“ 


mission receives an amount in excess of 
his cost, the gain is considered ordinary 
income.5 Nor does it matter that the 
obligation is satisfied by a transfer of 
property or bonds to the creditor rather 
than cash. In these cases the courts as- 
sumed or conceded that the evidence of 
the obligation was a capital asset. 

Where losses are concerned, taxpayers 
usually try to avoid a sale or exchange. 
Hammel, 311 U.S. 504 (1941), had de- 
termined that the loss sustained by a 
taxpayer upon a foreclosure sale was a 
capital loss, and it is desirable to avoid 
a foreclosure sale and find another 
identifiable event to precipitate the loss 
deduction. If the taxpayer is not per- 
sonally liable on the mortgage and the 
property is about to be sold, the owner 
may abandon it and take a full loss 
deduction. Thus if he had acquired 
the property for investment or business 
purposes, he would be entitled to a fuil 
deduction.7? He may also transfer the 
property back to the vendor; such a 
transfer is not considered a sale because 
there is no consideration for the recon- 
veyance,8 and the identifiable event is 
final fore- 
closure sale.9 This last situation is, of 
course, distinguishable from Bingham, 


the reconveyance, not the 


11954 Code, Section 1001. 

* Hale, 85 F.2d 819 (D.C. Cir. 1936). 

* Fairbanks, 306 U.S. 436 (1939). 

4 Galvin Hudson, 20 TC 734 (1953) affd. sub nom 
Ogilvie, 216 F.2d 748 (6th Cir. 1954). 

° Sovik, 92 F. Supp. 202 (DC N. Y. 1950) aff'd. 
per curiam 191 F.2d 815 (2nd Cir. 1951) (acct. 
rec.), Pat N. Fahey, 16 TC 106 (1951) (con- 
tingent fee), Louis N. Cotlow, 22 TC 1019 
(1954), aff'd. 228 F.2d 186 (2nd Cir. 1955) (in- 
surance commissions) . 

® Hoffman, 117 F.2d 987 (2d Cir. 1941); Rhodes, 
100 F.2d 966 (6th Cir. 1939). 

"1954 Code, Section 165. 


since the property owner is not com- 
promising a debt he owes. However, in 
Rogers, 103 F.2d 790 (9th Cir. 1939), 
the taxpayer had a mortgage debt out- 
standing and, rather than pay the note, 
he transferred the property to the mort- 
gagee in return for the cancellation’ of 
the note. If the mortgagee had sustained 
a loss, on the basis of Bingham and re- 
lated cases, he would not be limited to 
the capital-loss provisions. In Rogers it 
was the debtor, not the creditor, who 
sustained the loss and who was claiming 
the deduction. Here the court held there 
was a sale of the property by taxpayer 
te the creditor because the cancellation 
of the indebtedness was consideration 
for the transfer of the property. In 
Rogers the distinguishing feature was 
the fact that the property retained its 
character as such in the hands of the 
creditor, even though the notes lost their 
capital asset character in the hands of 
the debtor. 

Since the mortgagee is entitled only 
to the amount of the debt outstanding, 
it is unlikely that he will realize a gain 
from any settlement and, if he has a 
loss, it may make little difference to him 
whether the loss is considered a bad 
debt under the Bingham rule or a loss 
arising from a sale or exchange. If the 
property is held as an investment, the 
bad debt deduction would be considered 
a short-term capital loss.1° If the prop- 
erty is used in trade or business, the 
disposition will result in an ordinary 
loss regardless of a sale or exchange.1! 

On the other hand, it may make a 
debtor 
whether the loss arises from a sale, rather 


considerable difference to the 


than a compromise. If a mortgage debt 
is voluntarily reduced, the debtor may 
realize ordinary income.!? If there is a 
gain to the debtor in a foreclosure sale, 
as, for example, if the basis of the prop- 
erty to the debtor is less than the debt 
(which is released if the creditor does 
not bother to get a deficiency judgment) 
the courts have held that the gain is a 
capital gain.18 

Likewise, in lease cancellations, just 
as in the Bingham-Rogers situation, it 
is important to determine whether the 


8 Stokes, 124 F. 2d 335 (3d Cir. 1941); Polin, 
114 F.2d 174 (3d Cir. 1940). 

® Polin, 114 F.2d 174 (3d Cir. 1940). 

10 1954 Code, Section 166(d). 

111954 Code, Sections 165, 166, 1231. 

122. P. Coddon & Bros., 37 BTA 393 (1938). See 
IT-4018 CB 1950-2, 20 (1950). 

18 R. Odell & Sons Co., 8 TC 1165 (1947), aff'd 
169 F.2d 247 (3d Cir. 1948); Lutz B. Schramm 
Co., 1 TC 682 (1943). 

14 Hort, 313 U.S. 28 (1941) (cancellation); Spen- 
cer Thorpe, 42 BTA 654, appeal dismissed 121 
F.2d 458 (9th Cir. 1941) (modification). 

15 Walter H. Sutliff, 46 BTA 446 (1942). 
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lessor or lessee pays the consideration, 
for what is good for the goose is not 
necessarily good for the gander. If the 
tenant pays the landlord to cancel or 
modify the lease, the landlord realizes 
ordinary income.14 In Hort, 313 U.S. 28 
(1941), the Court rested its decision on 
the ground that the payment was equiva- 
lent to discounted future rent and thus 
was ordinary income. There was no 
mention that the gain did or did not 
result from a sale or exchange. How- 
ever, like the Hale case, this decision 
could have been based on the reasoning 
that the “property transferred by the 
lessor—the right to rental payments from 
the lessee—did not survive the trans- 
action since the lessee had only a right 
against himself which is equivalent to 
no right at all.” This right to the ful- 
fillment of a contract is similar to the 
right to receive payments on a debt, or 
insurance commissions due, or a con- 
tingent fee. It would appear that the 
reasoning of the Court was that the mere 
fact that the right was property did not 
necessarily make it a capital asset, even 
though it did fit under the definition in 
the Code. 

In Isadore Golonsky, 16 TC 1450 
(1951) aff'd. 200 F.2d 72 (3rd Cir. 1952), 
cert. den. 345 U.S. 939, it was held that 
consideration received by the tenant for 
the cancellation of his lease constituted 
capital gain. Consider the effect of the 
transfer of the lease back to the land- 
lord. Did the lease survive the trans- 
action, or did the landlord merely have 
a complete fee interest? In Bingham the 
notes transferred to the debtor did not 
survive the transaction, because in his 
hands they were merely an obligation 
against himself. The Government argued 
the same way in Golonsky, i.e., the lease 
in the hands of the landlord lost its 
character as property since it was merely 
a right against himself. Also, looking 
at common usage, it is doubtful that the 
would be called a. sale, 
rather than a cancellation of the lease. 
However, the court felt that, since a 
transfer to a third party would result 
in a capital gain,!5 the result should be 
the same here, because in either case the 
transferee would acquire a right which 
heretofore he did not have, i.e., the right 
to use and occupancy. The holding of 
Golonsky could have been limited by 
later decisions to its own facts, for the 
landlord who released was not the same 
one who had created the lease; after the 
lease had been written, the realty had 
been sold. But in Louis W. Ray, 18 TC 


transactions 
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438. (1952) aff'd. 210 F.2d 390 (5th Cir. 
1954) cert. denied, the court held that a 
tenant who for a consideration canceled 
a lease provision unfavorable to the very 
landlord who created the lease realized 
capital gain. The particular unfavorable 
provision thus canceled was a clause 
binding the landlord not to rent any 
portion of the building to a competing 
business. This case is even harder to 
distinguish from Hale. In both cases the 
same party who created the obligation 
received it back for a consideration. 
Both obligations were deemed property 
rights. And in both cases the recipient 
of the property could transfer the rights 
to a third party. If anything, the debtor 
in Hale could more easily transfer the 
very same obligation to another party 
since it was in the form of a note pay- 
able. In Ray, the landlord would have 
to have created a new right since the 
property was a negative covenant not to 
lease to a competing business, and would 
cease to exist when released by the ten- 
ant. If there is any basis for the distinc- 
the cannot be 
found by asking whether the property 
“ceases” to be property; the distinction 
appears ask whether the 
transferor has a right which, prior to 
the transfer, he did not have. Thus, in 
the lease the 
transaction, 


tion between cases, it 


when we 


cancellation case, while 
lease does not survive the 
the property rights involved do, but in 
the debt cancellation or satisfaction case, 
no property rights survive. Furthermore, 
the common usage of the term “sale” 
has become all but meaningless in this 
situation since, as applied in Ray, the 
court pointed out that all that is needed 
is (a) property, and (b) transfer for a 
consideration in order to have all the 
This was the 
the 


elements of a sale. 
of the 


Section 1241. 


State 


cases before enactment of 


Agency agreements 


If an individual transfers an entire 
agency business, including an exclusive 
right to sell in a given area, along with 
his office files 


goodwill, to a third person, for a con- 


and records and any 


sideration, the transaction is a sale undcr 


16 Elliott B. Smoak, 43 BTA 907 (1941). 

%¥See Thurlow E. McFall, 34 BTA 108 (1938), 
and George K. Gann, 41 BTA 388 (1940). 

18 Cf. Edwin J. McEvaney, 3 TC 552 (1944). 
%#See Roscoe, 215 F.2d 478 (5th Cir. 1954) 
(amount received from sale of exclusive agree- 
ment to sell real estate was substitute for the 


sale commissions); General Artists Corp., 205 
F.2d 360 (2d Cir. 1953). Charles Williams, 5 
TC 639 (1945). 

20S. Rep. No. 1622, 83d Cong. 2d Session, p. 
444 (1954). 

*t Section 1241 states “Amounts received by a 
lessee. . . .”” See also Senate Report cited note 
20 supra. 
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the capital-gains sections of the Code.‘ 
In such a case it would not scem to 
matter that the purchaser obtained that 
interest merely for the purpose of can- 
celing the agreement with the coven- 
antor, even though that would mean 
that the interest purchased would not 
remain property in the hands of the 
purchaser. However, if the agency con- 
tract is for the performance of a service, 
the same court may look to other factors 
in deciding that no sale took place. For 
example, in General Artists Corp., 17 
TC 1517 (1952), the Tax Court held 
that, where a theatrical agent assigned 
his rights under an exclusive dealing 
contract with a singer to a third party 
who intended to make a new contract 
with the singer, there was no sale or 
exchange. The court cited three reasons: 
first, the contract was not salable since 
it was similar to an employment con- 
tract;17 second, even if it were salable, 
there was sale because the third 
party made a concurrent deal with the 
singer to enter into a new contract, and 
thus the old contract was merely can- 
celed or terminated; and, third, since the 
assignor was letting the assignee do the 
same work for part of the fee, the com- 
pensation was only ordinary income.'8 
In affirming the decision of the court, 
the Second Circuit used the second rea- 
son for holding that there was no sale or 
exchange. (205 F.2d 360 (2d Cir. 1953)). 

If an agent releases his principal from 
his contractual obligations for a con- 


no 


sideration, the courts disagree on whether 
the transaction is a sale or exchange. 
In Jones v. Corbyn, 186 F.2d 450 (10th 
Cir. 1950), an insurance agent received 
$45,000 for releasing the insurance com- 
pany from a life-term exclusive agency 
agreement. In holding that the $45,000 
was a Capital gain, the court reasoned: 
a sale is a transfer of property for a 
valuable consideration; contractual rights 
$45,000 is valuable 
sideration; therefore, there is a sale or 
exchange. In Starr Bros., 18 TC 149 
(1952), the Tax Court also found a sale 
or exchange where a drug company paid 
one of its retail distributors a substan- 
tial amount for the release of an agree- 


are property; con- 


22Senate Report No. 
Session, p.445 (1954). 
23 See Regulations, Section 1.1241-1(c). 

*% Senate Report No. 1622, 83d Congress, 2d 
Session, p.445 (1954). 

= The Regulations, Section 1.1241-1(c) state: 
“Section 1241 applies to distributorship agree- 
ments only if they are for marketing or market- 
ing and service of goods. It does not apply to 
agreements for selling intangible property or 
rendering personal services, as for example, 
agreements establishing insurance agencies or 
agencies for the brokerage of securities.” 

** For factual situations, see the examples set 
forth in the Regulations Section 1.1241-1(c). 


1622, 83d Congress 2d 








ment prohibiting sales to any other re. 
tailer in the distributor’s city. This de. 
cision was more subtle than Corbyn; 
since the drug company gained a right 


which it did not have before, there was 7 


a sufficient transfer of property for the 
transaction to be termed a sale. This 
was the same reasoning used in Golon- 
sky and reached the same result as Cor- 
byn, as well. However, the Second Cir. 
cuit did not agree with either the reasov- 
ing or the result. Starr Bros., Inc., 204 
F.2d 673 (2d Cir. 1953). Following the 


analysis of Bingham, rather than Golon- 


sky, the court reasoned that, since the & 


only effect of the transaction was to re. 
lease the drug company from one of its 
covenants, there Or ex. 
change, but merely the extinguishment 
of an obligation. 


was no sale 


This case js not necessarily incon- 
sistent with the decision in Corbyn. The 
difference lies in what was transferred. 
In Corbyn, the agent released the prin- 
cipal from the entire agreement, trans. 
ferred all his books and records, assigned 
his office lease, and, in short, gave up 
his entire agency Since the 
situation here was so similar to Elliott 
Smoak, there was no reason 


business. 


to distin- 
guish between a sale to a third person 
and the transfer of the business to the 
principal. On the other hand, in Star 
Bros., the distributor merely released the 
drug company from its covenant not to 
sell to other retailers, but did not dis- 
continue handling the drug company’s 
products or transfer a going business to 
it. 

which the 
Tax Court will look further 


There are situations in 
into the 
facts to see if the payment received by 
the agent is more than just consideration 
for the sale of property.19 For example, 
in Charles Williams, 5 TC 639 (1945), 
an insurance agent had a contract with 
a group of insurance companies whereby 
he would receive commissions on ail 
policies sold in a given territory. The 
contract was to run for 514 years and, il # 
he was successful, he was to “own” the 
agency at the end of the period. With 
only one year to run, the company 
agreed to pay the agent $20,000 for the 
cancellation of the agreement. In hold- 
ing that the $20,000 was not a capital 
gain, the court reasoned that, since he 
was to “own” the agency as payment for 
the services he had rendered, the $20; 
000 represented a payment for these 
services. Also, since the agent did not } 
own the agency business, he could not J 
have sold it; he merely released the im 
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surance companies from a contractual 
obligation, which is not a sale or ex- 
change. Here again, a court instinctive- 
ly distinguished between a transfer of a 
going business and a mere extinguish- 
ment of an obligation, although it never 
expressly stated this difference. 


Scope of Section 1241 


After the Starr Bros. decision, there 
was doubt as to its scope. Section 124}, 
which provides that, “Amounts received 
by a lessee for the cancellation of a 
lease, or by a distributor of goods for the 
cancellation of a distributor’s agreement 
(if the distributor has a substantial capi- 
tal investment in the distributorship), 
shall be considered as amounts received 
in exchange for such lease or agree- 
ment,” was inserted in the Code to re- 
move this uncertainty insofar as leases 


and distributor's agreements are con- 
cerned.?0 
The “first problem in interpreting 


Section 1241 is determining which agree- 
ments are covered. The section does not 
cover payments made to a lessor.?1 Also 
Section 1241 is not applicable to “agree- 
ments that are not ‘distributor’s agree- 
ments’ relating to goods, as distinguished 
from intangible property.”’?2 Although 
intangible property is not defined, it 
seems apparent that the section does not 
cover agreements for insurance agents, 
or agencies for the selling of securities 
or other choses in action.?3 Stated posi- 
1241 is apparently in- 
tended to apply to distributorship agree- 
ments for 


tively, Section 


merchandise, 
whether at the wholesale or retail level. 
This can be 


dealing in 


the discus- 
sion in the Senate Reports*4 concerning 


inferred from 


the capital investment for storing, trans- 
porting, processing or otherwise dealing 
with the physical product, or the main- 
tenance of a substantial inventory.25 
Another important requirement of the 
section insofar as it relates to distribu- 
tors’ agreements, is that the distributors 
own assets or invest capital of conse- 
quential value and that such capital 
and assets be utilized in dealing with 
or handling the physical product. Thus 


** Regulations, Section 1.1241-1(b). A reduction 
in the unexpired term of the lease would like- 
wise qualify since this would result in a sur- 
render of the premises at an earlier date. 

* Ibid. The Regulations do not key the can- 
cellation of servable products with a reduction 
in capital investment. Since capital investment 
is one of the important factors needed to bring 
a distributor within the act, it is logical that 
the cancellation should have some effect on the 
capital investment. 

“Cf. Jones, 186 F.2d 450 (10th Cir. 1950); 
Sammons, UC Tex., 1952, 44 AFTR 924 (1952). 
*° Cf. Roscoe, 215 F.2d 478 (5th Cir. 
General Artists Corp., 205 F.2d 360 (2d Cir. 
rrr gee denied; Charles Williams 5 TC 639 

945). 


distributors who lease, rather than own, 
the storage or transportation facilities 
or need not keep a large inventory are 
not covered by this section. The ex- 
tent of this section can be determined 
only as actual cases come before the 
courts, since no absolute standards are 
set either in quantity or value.?6 

One of the most difficult problems will 
be the determination of the meaning of 
“cancellation of a lease or distributor's 
agreement.” The case of Louis W. Ray is 
indicative of the problem which will 
arise with leases. In that case, Ray re- 
ceived money tor the cancellation of 
only one provision of the lease, a valu- 
able one prohibiting the lessor from 
renting to a competitor. Since Ray 
stayed in possession, it can hardly be 
said that the lease was canceled. Unless 
there is surrender of possession by the 
lessee, there would not seem to be a can- 
cellation of the lease within the mean- 
ing of the act.?7 

Similarly, in the case of Starr Bros., 
only the exclusive dealing clause of the 
agreement cancelled. Starr Bros. 
continued to handle all the products 
of the drug company and, except for a 
possible decrease in capital invested tn 
inventory due to a decrease in demand, 


was 


the distributor would retain his capital 
investment in the business. Just as it 
was suggested that there should be sur- 
render of the property in order to con- 
stitute a cancellation of a lease, it would 
seem that, unless some product or prod- 
ucts were no longer handled, which 
would be coupled with a reduction of 
capital investment, there would not be 
a cancellation within the meaning of 
Section 1241.28 

The Senate Report makes it clear 
that no negative inferences are to be 
drawn from the statute. There was no 
intention to exclude from capital treat- 
ment otherwise 
would be sales or exchanges. For ex- 


transactions which 
ample, if the distributor whose agree- 
ment is canceled has an inconsequential 
capital investment and transfers his en- 
tire business to the principal, the trans- 
1241, but the 
gain resulting would be capital gain.*? 


action is outside Section 
Note that the section does not authorize 
capital-gains treatment; it states only 
that the transaction shall be considered 
an exchange. Therefore, if a distributor’s 
agreement is canceled, and the amount 
received is actually in lieu of what would 
otherwise be ordinary income, capitai- 
gain treatment will not result, regardless 
of his capital investment.3° * 
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Pa. to collect use tax from 
out-of-state book clubs 


PENNSYLVANIA’S DEPARTMENT OF REv- 
ENUE has announced that it will collect 
the 3°% use tax on mail order purchases 
from out-of-state dealers. Its efforts will 
be directed particularly at record and 
book clubs. Regular out-of-state suppliers 
of taxable items have been asked to reg- 
ister with the department and collect the 
tax. Ww 


Guide to the pros and cons 
of plant, equipment leasing 


TAX MEN FOR FIRMS with chronic cash 
shortages ought to give some thought 
to the over-all business advantages and 
disadvantages of ieasing. The best rea- 
son for renting, rather than buying, 
plant or equipment is to stretch work- 
ing capital. In view of accelerated de- 
preciation allowances, the tax savings 
on equipment are minor, but they may 
well be substantial in real estate lease- 
back. 

A survey of the whole problem! has 
just been written by Harvey Greenfield, 
New York City attorney, and Frank K. 
Griesinger, Assistant Treasurer of the 
Lincoln Electric Company, Cleveland, 
which thoroughly explores the advan- 
tages and sale-icase- 
backs and leasing in real estate and 
equipment transactions. As part of his 
analysis of the factors a business should 
consider in deciding for or against leas- 
ing equipment, Mr. Greisinger (he cov- 
ers the equipment problems; Mr. Green- 


disadvantages of 


field, the real estate) summarizes the 
IRS’ and the attitudes toward 
rent agreements with purchase options. 


courts’ 


He finds considerable confusion in the 
relatively few rulings and litigated 
cases, it being unclear whether the test 
of the transaction should be the intent 
of the parties alone or whether the ob- 
jective economic effect of the transac- 
tion should determine its nature as a 
sale or as a rental. 

It is not surprising, therefore, that in 
surveys of the growth of leasing, taxes 
are not mentioned by equipment renters 
as important. 

The 
for leasing, the United States Leasing 


most important single reason 
Company has reported, is that it allows 
a manufacturer to stretch out his pay- 
ments over a period of years and thus 
free working capital for other uses. Leas- 
1 Sale-leasebacks and Leasing in Real Estate and 


Equipment Transactions. New York: McGraw- 
Hill Book Company, Inc., November, 1958. $15. 
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ing may make unnecessary the raising of 
additional capital by. issuing stock or 
bonds and it generally does not impair 
the ability of the company to borrow 
short term from the banks. 

On the other hand, Mr. Greenfield, in 
dealing with real estate, shows that the 
tax reduction motive is frequently very 
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important in a sale-leaseback and it is 
tax-exempt colleges and pension funds 
that have been so’ important in the 
growth of these plans. Like Mr. Greis- 
inger’s section, this one contains many 
examples of actual lease arrangements 
and suggestions on how transactions of 
this kind can be negotiated. a 


Reissuance of a new “Bulletin F” is 


now in doubt, says Treasury official 


N DATE has been agreed upon for 
issuance of revised Bulletin F, says 
Treasury Undersecretary Fred C. Scrib- 
ner, Jr. “and the possibility exists that 
the present Bulletin may not be revised 
and reissued.” Speaking at the recent 
meeting of the Tax Executives Institute 
in Washington, he explained the IRS’ 
present position on depreciation as fol- 
lows. 

“So many questions have been asked 
about the date of issuance of a revised 
Bulletin F that it has seemed advisable 
to make a statement concerning depre- 
ciation and the present status of a pos- 
sible revision of Bulletin F. 

“Let’s begin with fundamentals. Sec- 
tion 167 of the 1954 Code sets forth the 
general rule. It provides: “There shall be 
allowed as a depreciation deduction a 
reasonable allowance for the exhaustion, 
wear and tear (including a reasonable 
allowance for obsolescence)—(1) of prop- 
erty used in the trade or business, or 
(2) of property held for the production 
of income.’ 

“This is not a new section. It has ap- 
peared in this or similar form in the 
Code 1918. Questions arise, of 
course, what is 


since 
as to ‘reasonable’ and 
how best to determine the amount prop- 
erly to be allowed for obsolescence. 
“The general rule enforced by 
Service, and it has been the rule 
many years, is to allow depreciation 
based on the actual period of time that 
the item of machinery in question is 
used in trade or business by the tax- 
payer. In other words, the taxpayer by 


the 
for 


usage determines the period over which 
an item is to be depreciated. 

“In order to provide some guidance 
to Revenue Agents as to the normal 
usable life of a particular piece of prop- 
erty, and in order, as well, to assist tax- 
payers desiring information as to what 
might be considered a normal life for 
depreciation purposes, the Treasury De- 
partment issued Bulletin F 17 years ago. 


“I wish to emphasize that, subject only 
to fundamental requirements of con- 
sistency and reasonableness, this was 
intended only as a guide. It was not the 
intent at the time of its issuance, nor 
is it the intent today, that the lives set 
forth in Bulletin F represent the mini- 
mum life in every case. Actual usage by 
the property owner is the controlling 
determination. It is recognized that some 
Revenue Agents have taken Bulletin F 
as the last word insofar as they are 
concerned. This attitude the Service has 
attempted and is continuing to attempt 
to correct. It is not the policy of the 
Revenue Service to substitute Bulletin-F 
lives for the lives determined by the 
actual experience of the property owner. 

“A practice of charging off an item 
of equipment over a relatively short 
period of time and at the end of the 
charge-off period disposing of the item 
at a relatively substantial gain has 
grown up in many sections of industry. 
Some taxpayers, ignoring salvage value 
and claiming to rely on Section 1231 of 
the Code, treat this gain as a long-term 
capital gain. It has been suggested that 
the problems created by this practice 
would be met, insofar as personal prop- 
erty is concerned, and many taxpayers 
would benefit, if taxpayers were per- 
mitted to ignore salvage value, but re- 
quired upon sale at a profit of depre- 
ciable personal property to report the 
gain as ordinary income to the extent 
of the depreciation previously taken on 
the property. If such a proposal were 
adopted, it might well be a step in the 
direction of both fairness and simplifica- 
tion. Furthermore, it would permit more 
relaxation in the area of making certain 
that the life chosen by a taxpayer for 
depreciation purposes corresponds to 
the actual period of time during which 
the taxpayer intends to use and will use 
the item of property. 

“Even if a property owner is allowed 
to determine by his own experience the 


period of time over which he will charge 
depreciation on a particular piece of 
machinery, the amount which he re. 
covers through depreciation charges dur- 
ing such determined life may not always 
give him sufficient funds to buy a re- 
placing machine, that is, a new and 
modern machine designed to do the 
work theretofore performed by the fully 
depreciated item. Technological de. 
velopments and increased costs do mean 
that the replacing machine will, in many 
instances, cost more than the worn-out 
items, although the new machine may 
be more efficient and in many instances 
will show less cost per item. 

“There are many taxpayers who would 
like to have a depreciation policy which 
would allow them not only to recover 
the full cost of a machine, but would 
like, in addition, to recover a suflicient 
amount to pay the full cost of a new, 
modern replacement. This approach to 
the depreciation problem, I am sure you 
will appreciate, might get us into very 
shaky and untenable ground. We would 
leave the certain and demonstrable base 
of original cost and might move into the 
area of hypothetical and questionable 
appraisals of replacement cost. This ap- 
proach does not seem to have the ele- 
ments of a realizable program. 

“Many have asked when a revised 
Bulletin F is to be issued. No issuance 
date has been agreed upon at this time, 
and the possibility exists that the present 
Bulletin may not be revised and re- 
issued. 

“Many false hopes have been raised, I 
believe, about what a revised Bulletin 
F might contain. It would be erroneous 
to assume that a restudy of average lives 
would produce many reductions apart 
from the obsolescence factor. The con- 
clusion seems plausible, moreover, that 
the obsolescence factor injects a_ high 
degree of uncertainty into the deter- 
mination of useful lives. I have the im- 
pression that large numbers of taxpayers 
have, on the basis of their own exper- 
ience and of evidence submitted to the 
Agents, satisfactorily established for 
themselves shorter lives than a revised 
Bulletin F might suggest. 

“There is considerable thought that 
a reissuance of the Bulletin in revised 
form might cause even more prolonged 
disputes than at present as to whether 
the normal life set forth in the Bulle- 
tin’or the prospective life measured by 
actual usage on the part of the tax 
payer, or some other form of measure- 





Se eo 


ment should control the depreciation | 





li 


Th 








| to 
you 
ery 
uld 
vase 
the 
ible 
ap- 
ele- 


ised 
ince 
ime, 
sent 

Te- 


d, I 
etin 
eous 
lives 
part 
con- 
that 
high 
eter- 
» im- 
Lyers 
c per: 
» the 

for 
vised 


that 
vised 
nged 
ther 
sulle- 
d by 

tax- 
sure- 
ation 





period in any particular situation. We 
do not believe that we would advance 
the resolution of the problems which do 
exist in the field of depreciation by re- 
issuing Bulletin F if such reissuance re- 
sulted in agents’ or taxpayers’ assuming 
that the lives given in it since the Bulle- 
tin has been under intensive restudy are 
now to be controlling and are to over- 
ride the actual experience of an indi- 
vidual taxpayer. 

“In attempting to estimate the average 
life of a piece of equipment, it is pos- 


sible for experts in the field to come up 
with a reasonable estimate, although this 
is not at all an easy thing. Thereafter 
some estimate might be made of how 
much obsolescence could be expected in 
this period and some range of tolerance 
could perhaps be allowed to account for 
this uncertainty created by prospective 
obsolescence. However, in the techno- 
logical field we are moving so rapidly 
and developments are coming with such 
frequency that these estimates might be, 
at best, educated guesses.” w% 


Scribner says IRS is not changing rules on 


co-operative, institutional, advertising 


N RECENT MONTHS there has been much 
Pee by corporate officials con- 
cerning the attitude of the Revenue 
Service toward advertising expense, in- 
stitutional and otherwise,” Fred C. 
Scribner, Jr., Undersecretary of the 
Treasury said recently. ‘““The belief ap- 
pears to be held by some that the 
Service is changing its policy on the de- 
ductibility of the cost of institutional 
advertising.” 

This is not the case, he told the Mid- 
Winter Meeting of the Tax Executives 
Institute in Washington recently. (See 
also page 216.). 

“The deductibility of the cost of in- 
stitutional—or so-called ‘good-will’ adver- 
tising—is being treated exactly as it has 
been for many, many years. The policy 
and practice of the Service regarding 
such advertising was set forth in two 
published rulings that appeared during 
World War II. 

“At that time, there was apprehen- 
sion that business organizations might 
not be allowed to deduct the cost of ad- 
vertising that merely kept their names 
and trademarks before the public. 

“The position taken then, and the 
position taken now, is that the cost of 
such advertising is generally deductible 
as an ordinary and necessary business 
expense. 

“If such expenditures should be ex- 
travagant and out of all proportion to 
the size of the taxpayer's business, or if 
they are not related to the patronage 
that might reasonably be expected in the 
future, they will be questioned and 
might be disallowed. 

“The Revenue Service will not dis- 


1 [Since Mr. Scribner spoke, the Supreme Court 
on February 24, 1959, affirmed the decision in the 
Cammarano and Strauss cases.—Ed.] 


allow deduction of the cost of reasonable 
advertising directed to the cultivation 
of goodwill toward the advertiser, to the 
improvement of the morale of its em- 
ployees, to encourage contributions to 
such organizations as the Red Cross, to 
urge the purchase of United States Sav- 
ings Bonds, or to raise capital or recruit 
personnel. 

“If confusion or misunderstanding 
exists in this area, it undoubtedly arises 
because of the difficulty of drawing a 
line between allowable institutional ad- 
vertising and non-deductible expendi- 
tures for purposes which have to do with 
the promotion or defeat of legislation. 

“For some 40 years the Regulations 
of the Department have prohibited the 
deduction of expenditures to promote 
or defeat legislation. ‘The validity of 
these regulations was sustained by the 
Supreme Court in 1941 in the Textile 
Mills Securities case. That case con- 
cerned an effort to obtain legislation by 
the Congress for a particular group of 
taxpayers. Since that time courts of 
appeal, in the Cammarano and Strauss 
cases, have held that expenditures in 
advertising campaigns directed to voters 
in referendum or initiative elections are 
made for the purpose of promoting or 
defeating legislation. These last two 
cases are now before the Supreme Court.1 

“To. reiterate, we are not changing 
our position on institutional advertis- 
ing.” 


Co-operative advertising 

Perhaps there has been even greater 
concern in corporate circles concerning 
co-operative advertising. TD 6340, pub- 
lished last December, provides that any 
charge which a purchaser is required to 
pay by a manufacturer as a condition of 
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the purchase of a taxable article is to be 
included in the sale price upon which 
the manufacturers’ excise tax is based, 
provided the charge is not attributable 
to an expense falling within one of the 
specific exclusions provided by law for 
transportation, delivery, insurance, in- 
stallation and other similar charges. A 
comparable position is taken with re- 
gard to what constitutes a price readjust- 
ment for purposes of credit or refund of 
tax. 

“This decision has general application 
in the area of price and price re-adjust- 
ments. It has frequently, however, been 
referred to as the ‘co-operative advertis- 
ing’ decision because it resulted from a 
review of the treatment of co-operative 
advertising expenses and much of its 
practical effect is related to such ex- 
penses. The decision is supported by 
the opinion of the Supreme Court in the 
I’. W. Fitch Company case, wherein the 
Court construed the antecedents of Sec- 
tion 4216(a) of the 1954 Code. 

“In this case the Court said: 

ear In essence, all manufacturing 
and other charges incurred prior to the 
actual shipment of an article and re- 
flected separately or otherwise in the 
f.0.b. wholesale price are to be included 
in the sale price underlying the tax, 
while all charges incurred subsequent 
thereto are to be excluded... . 

“Advertising and selling expenses in- 
curred by a manufacturer .. . clearly fall 
within the class of charges which Con- 
gress intended to be included in the tax 
base. Regardless of whether we consider 
such expenses technically as manufac- 
turing costs, it is obvious that they are 
incurred prior to the actual shipment of 
articles to wholesale purchasers and that 
they enter into the composition of the 
wholesale selling price. Even if the pur- 
chaser accepts delivery at the factory, he 
pays for the advertising and selling ex- 
penses. Thus they must be included in 
the taxable sales price.’ 

“While this opinion dealt directly 
with manufacturers’ advertising and sell- 
ing expenses, the question at issue made 
it necessary to cover generally what con- 
stituted taxable price. In so doing the 
Court said, in effect, that the statute in- 
cluded in taxable price all charges the 
purchaser had to pay to obtain the 
article f.o.b. at the factory, whether re- 
flected separately or otherwise in the 
f.0.b. wholesale price. 

“For the purposes of TD 6340, it. is 
immaterial to whom the charge may be 
paid, or that it may be separately billed 
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to the purchaser as a charge for expenses 
incurred or to be incurred in his behalf, 
as for example, for demonstration or dis- 
play, for advertising, national or local, 
or for sales promotion programs. The de- 
cision makes distinction between 
local and national advertising. There is 
a single test for qualification for exclu- 
sion from the price on which the excise 
tax is computed, namely, whether pay- 
ment of the contribution is ‘required’ in 
order to obtain the article or voluntary. 


no 





Patent transfer a sale though considera- 
tion was based on use [Acquiescence]. 
The Tax Court held that the transfer 
by taxpayer of rights to a patent should 
be treated as a sale and capital gain 
allowed even though the payments to 
taxpayer were computed as a percentage 
of the sales price of articles to be made 
under the patent. Graham, 26 TC 730, 
acq. IRB 1958-46. 


Failure to exercise option a capital loss 
under 1939 Code. At a cost of $50,000 
taxpayer acquired an option to buy 
stock of his employer. He let the option 
expire unexercised in 1950 and claimed 
an ordinary loss. The court finds that 
the Code specifically required that loss 
on an option be treated as a short-term 
capital loss. Taxpayer had argued that 
the loss should be treated as ordinary 
because, had he exercised the option, 
he would have received ordinary income 
on a bargain purchase. Little, 31 TC 
No. 65. 


Ordinary income on sales of rental cars. 
Sales of used cars by a taxpayer in the 
car-rental business, after they had been 
in use for about a year, are found to be 
In fact, 
the sales constituted a steady and con- 


neither occasional nor casual. 
tinuous source of income. The cars were 
held, the court concludes, primarily (al- 
though not exclusively) for sale to cus- 
tomers in the ordinary course of the 
trade or business. Gains therefrom are 
held taxable as ordinary income. Hil- 


lard, 31 TC No. 94. 


CPA-lawyer’s profits on sale of sub- 
divided lots are capital gains. Taxpayer, 
a CPA-lawyer, bought 180 acres in 1946 
to build a country home with a private 
airplane runway. In the year following 
the purchase, he was offered almost as 
much for 110 acres to be used as a public 


New accounting decisions this month 
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“TD 6340 contains an over-all and 
definitive definition of taxable price. 
Since previous positions on advertising 
expenses were inconsistent, some prior 
rulings have necessarily been modified. 

“The decision is consistent with the 
Service’s long-standing position that 
compulsory charges by manufacturers 
for warranties are part of taxable price, 
and that no readjustment is later per- 
mitted for the cost of carrying out war- 


ranties.” * 


chase of paper, and was in the nature 
of a hedge. The assignment of part of 
the contract was in substance a sale of 
the newsprint, and gain was ordinary, 
Mansfield Journal Co., 31 TC No. 88, 


Priest has ordinary income on joint 
venture with a real estate operator. Tax. 
payer, a Catholic priest, desiring to pre- 
vent the use of some vacant land in the 
parish for a low-cost housing develop- 
ment, purchased the land, which he then 
“leased” to a real estate developer for a 
five-year term for the purpose of its 
subdivision, development and sale. Tax- 
payer was assured a stipulated price for 
each lot sold. The court finds taxpayer 
and the developer were members of a 
joint real estate venture, that the acts 
of each were directly attributable to the 
other and that taxpayer’s share of the 
income from the joint undertaking must 
be taxed at ordinary rates. Bauschard, 
31 TC No. 89. 


golf course as he had paid for the full 
180 acres, and he agreed to sell the 110 
acres. Thereafter the remaining property 
was undesirable for his original purpose 
and he decided to dispose of it. The 
court finds that his activities in connec- 
tion with the development, subdivision 
and sale of the 70 acres were not suff- 
cient to justify the conclusion that he 
had entered into the business of sub- 
dividing and selling lots. Rather the 
court holds he was merely attempting 
to dispose of investment property to his 
best advantage and is, therefore, entitled 
to treat the profit as capital gain. Minor, 
Jr., TCM 1959-4. 


Local housing authority bonds not “sub- 
stantially identical.” Bonds issued by 
different local housing authorities under 
agreement with the Federal Public 
Housing Administration are not con- 
sidered as substantially identical securi- 
ties within the meaning of the wash 
sales provisions. Thus purchase of the 
Assessment for paving expenses not a 
“substantial improvement.” Improved 
land can qualify under Section 1237 
for capital gain upon sale only if the 
improvements are not substantial and if 
taxpayer agrees not to add the cost to 
basis. Taxpayer here paid assessments 
for paving a street through a tract of 
land he held. This was held to be an 
unsubstantial improvement. Since the 


bonds of one authority will not be 
treated as a.wash of the sale of bonds 
of another and require disallowance of 
loss on the sale. Rev. Rul. 59-44. 


ACCOUNTING METHODS 


Auto dealer’s sales proceeds withheld by 
finance company not income. Taxpayer 
was accrual-basis dealer, who 


an auto 


improvement is not substantial, it quali- financed his installment sales through 
GMAC. This Court, following its de- 
cision in Johnson, 233 F.2d 552, holds 
that the dealer needn’t include in his 
income the proceeds of his sales of cars 
retained by GMAC in the dealers’ re- 
serve account, and against which GMAC 
has the right to charge defaults by the 
dealer’s customers. [The Supreme Court 


fies for capital gain. Rev. Rul. 59-31. 


Publisher has ordinary income on sale 
of newsprint. A publisher entered into 
a 10-year newsprint contract with a sup- 
plier for the purpose of assuring itself 
an adequate supply of newsprint at a 
stable price. It later entered into three 
other 


separate agreements with news- has agreed to review this question, on 
print users, offering them a partial as- which there is a conflict among the 


circuits.—Ed.] Marine Chevrolet Co., 


Inc., CA-4, 12/11/58. 


signment of its newsprint contract at a 
profit, and at the same time purchased 
additional paper from other sources. 
The court agrees with the Commissioner 
that, under the rationale of Corn Prod- 
ucts Refining Co., 350 U. S. 46, the con- 
tract was not a Capital asset; it was an 
integral part of the conduct of the pub- 


Cash-basis corporation converted to ac 
crual basis. Taxpayer, a corporation in 
the retail furniture business, had pre- 
pared its returns on the cash basis. The 
Commissioner recomputed the income 


lisher’s business, which included the pur- according to the accrual method in order 
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clearly to reflect income. The court up- 
holds the Commissioner, after adjusting 
the allowance for uncollectible ac- 
counts receivable, and for the ending 
accounts payable. Since it was agreed 
that there was no inventory or accounts 
receivable at the beginning of the first 
year thus corrected, there was no ques- 
tion of any income’s escaping taxation. 
The court also rules that the corporation 
is not entitled to accrue rent under its 
percentage-of-sales lease for outstanding 
accounts receivable. No rent other than 
a specified minimum was due under the 
lease until the amount of any particular 
sale was actually collected. Bond-Glea- 
son, Inc., TCM 1959-2. 


Can accrue interest though payment 
may be reduced by Cuban moratorium 
laws. Taxpayer, a Maine corporation 
carrying on all of its business in Cuba, 
had outstanding $3,000,000 of bonded 
indebtedness paying 6% interest. In 
1934 Cuba passed a moratorium on all 
debts and decreed that only 1% interest 
could be demanded. Taxpayer, never- 
theless, offered its bondholders interest 
at the rate of 6% for the six-month 
period ending 12/31/48, and at 4% for 
the rest of the taxable years here at 
issue. In making these payments, tax- 
payer reserved what rights it may have 
had under Cuban law to apply any pay- 
ments of interest in excess of 1% against 
Government 
argued that, because of this reservation, 


future obligations. The 


deduction for amounts over 1% was 
not all allowable until its final waiver 
some years later. The court holds that, 
because taxpayer actually paid the in- 
terest, the case law on accrual of dis- 
puted items is inapplicable. It could 
accrue the interest paid in excess of 
1% at the time of the bondholders’ ac- 
ceptance of the offer of payment under 
taxpayer's terms. Guantanamo & West- 
ern R.R. Co., 31 TC No. 83. 


No deduction for escrow payment of 
judgment pending appeal. In 1952 a 
trial court entered judgment against tax- 
payer in a personal injury action. In 
1953 taxpayer, an accrual-basis railroad, 
deposited the amount of the judgment 
in escrow and appealed the decision. 
At that time it deducted the amount 
paid. The judgment was affirmed and 
paid in 1954. The district court held 
that 1953 was the proper year for the 
deduction. This court reverses. Under 
the rule of Dixie Pine Co., 320 U.S. 516, 
there can be no deduction for a con- 


tested liability. Texas Mexican Railway, 
CA-5; 1/30/59. 


Can’t avoid income by changing from 
cash to accrual basis. A common carrier 
was properly on the cash basis in 1949. 
Upon order of the I.C.C. it changed over 
to the accrual basis in 1950. When it 
filed its 1950 return on the accrual 
basis, the carrier omitted sums collected 
in 1950 on 1949 accounts receivable. 
The Tax Court held, and this court 
affirms, that the sums should have been 
included in 1950. Section 42 of the 
1939 Code provides that “all items of 
gross income shall be included in the 
gross income for the taxable year in 
which received by the taxpayer, unless, 
under methods of accounting permitted 
any such amounts are to be prop- 
erly accounted for as of a different 
period.” The court concluded that the 
taxpayer is required to report every 
item of gross income that he receives in 
some years, and where, as here, there is 
no other year when it could properly 
be reported, then the year of receipt is 
the time the item is to be included in 
gross income, even though taxpayer is 
on the accrual basis in that year. Ad- 
vance Truck Co., CA-9, 12/19/58. 


DEDUCTIBILITY 


Private annuity payments in excess of 
consideration are cost of land. Taxpayer 
was formed to carry on a farming op- 
eration and issued its stock for land the 
stockholder had inherited. Under the 
will the stockholder took the land sub- 
ject to the obligation to pay his sister 
$1,000 a year. Taxpayer did not assume 
this obligation until seven years later 
when it formally agreed to do so upon 
the issuance to it of the stockholder’s 
note for some $11,000, the value of the 
annuity for the sister’s life expectancy 
then. The sister thereupon issued a quit- 
claim deed to the taxpayer’s land. Ac- 
tually the sister outlived her expectancy, 
and taxpayer claimed a deduction for 
annuity payments in excess of $11,000. 
The court holds the excess is not a loss 
on a transaction entered into for profit, 
but is an additional cost of the land. 
Taxpayer received land in exchange for 
its stock, which was security for the an- 
nuity, and the payments served to clear 
title. Rinehart Farms, Inc., DC Iowa, 
12/29/58. 


Advertising in political convention pro- 
gram a proper business expense [Ac- 


Tax aspects of accounting + 219 


quiescence|. A payment by a coal com- 
pany of $7,500 for the back-page space 
of the official program of the 1948 
Democratic National Convention was 
held properly deductible as an ordinary 
and necessary business expense. The fact 
that the space was not used to extol the 
virtues of the company’s product did not 
require a holding that the expenditure 
represented a political advertisement, 
rather than a bona fide advertisement, 
since it did tend to create goodwill and 
place the name of the advertiser before 
the audience of the medium used. 
Denise Coal Co., 29 TC No. 528, acq., 
IRB 1958-51. 


Payment to induce competition to drop 
suit is cost of TV channel permit. Tax- 
payer, a successful applicant for a per- 
mit to construct and operate a TV sta- 
tion made a payment of $45,000 to one 
of the unsuccessful applicants to induce 
it to withdraw its appeal from the FCC 
order. The payment is held not to be 
deductible as an ordinary and necessary 
expense, being in the nature of a capi- 
tal expenditure. The court holds further 
that taxpayer cannot amortize its total 
costs of procuring the construction per- 
mit and license, including the $45,000 
payment, over a period of 56 months 
(representing 20 months of the con- 
struction permit and the 36-month 
period of the television license) in view 
of the probability that the license would 
be renewed after the three-year period. 
KWTX Broadcasting Co., Inc., 31 TC 
No. 93. 


Business deductions denied for lack 
of proof. A company in the metal plat- 
ing business is denied deductions 
claimed for travel and entertainment, 
plating supplies and officer’s salary, be- 
cause of failure of proof. Expenses in- 
curred in the operation of a farm which 
it alleged it used to entertain customers 
and a loss from the sale of the farm are 
disallowed as not being ordinary and 
necessary business expenses. Bromley 
Plating Co., TCM 1958-217. 


Payments to satisfy lien on property 
are capital. The previous owner of tax- 
payer’s property had executed a_pur- 


chase note which was a lien on the 
property. However, he contracted to sell 
the property to taxpayer free and clear 
and, after transferring title, disappeared. 
Taxpayer paid off the note in order to 
clear title. His payments to satisfy the 
lien on the property are not allowed as 
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bad debts, but are held to constitute 
capital expenditures to be added to his 
cost of the property. Palmer, TCM 
1959-5. 


Annuity payments were capital expendi- 
tures for distributorship. Taxpayer, on 
taking over an oil distributorship, agreed 
to pay the previous distributor $250 a 
month for his life (or while the dis- 
tributorship lasted). Taxpayer was to 
receive certain assets used by the an- 
nuitant in the business, title to pass in 
two years. The Tax Court held that the 
monthly payments were a Capital ex- 
penditure. Taxpayer’s contention that 
the payments were partnership distribu- 
tions is rejected in the absence of any- 
thing in the agreement pointing to the 
creation of a partnership with the lessee. 
This court affirms. Gant, CA-6, 1/5/59. 


WHAT IS INCOME 


Husband agreed to defer salary to 
death; widow not taxable on it |Non- 
acquiescence|. Taxpayer’s husband had 
been president and majority stockholder 
of an insurance brokerage business. In 
1922, and 1927, the corporation recog- 
nized an indebtedness to him of $100,- 
000 commissions on business he 
turned over to it for no fee, and agreed 
to pay the money to his widow after his 
death at the rate of $10,000 a year. The 
husband died in 1951, and the Commis- 
sioner taxed the payments to the widow 
The Tax Court disagreed. 
First, the Commissioner was not arguing 
that these payments were “income in 
respect of a decedent.” The commissions 
were earned prior to 1927 and were 
assignable thereafter. Taxpayer herself 
received the right to the payments as a 


had 


as income. 


gift or a property settlement. They are 
not income. Carr, 28 TC 779, non-acq., 
IRB 1959-5. 


Purchase of $5 million of U. S. bonds 
with $10,000 a sham; income earned 
therefrom non-taxable. A high bracket 
taxpayer is here denied a deduction for 
interest paid on a “loan” of $4,958,000 
to purchase $5,000,000 face value of 
U. S. Treasury notes with a cash pay- 
ment of $10,000. The court finds there 
was no real indebtedness. It follows that 
taxpayer cannot be charged with income 
from interest and capital gains earned 
on the notes. Becker, TCM 1959-19. 


Insurance proceeds from fire loss fully 
taxable. Insurance proceeds received as 
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a result of a fire are held to have been 
received for loss of net profit because of 
business interruption and are therefore 
taxable income. Taxpayer had argued 
that he was reimbursed for loss of the 
availability of property for use and 
occupancy. The Commissioner’s alloca- 
tion of the proceeds to 1952 and 1953 in 
accordance with the loss suffered in those 
years is upheld. Shakertown Corb., TCM 
1959-22. 


Subsidy withheld to cover prior year’s 
overpayments not taxable income. Tax- 
payer was a livestock slaughterer who in 
some months in 1945 and 1946 went over 
his quota and so became ineligible for 
subsidy payments. The procedure fol- 
lowed was for the RFC to pay the 
claimed subsidy and, if upon later in- 
vestigation violations were found, pay- 
ments in future months would be with- 
held until the overpayment in the past 
was recouped. The Commissioner had 
included in taxpayer’s income subsidy 
payments for several months in 1946 in 
which taxpayer qualified for subsidy, but 
the cash was withheld to make up for 
overpayments in 1945. These amounts 
were, the court held, neither construc- 
tively accruable. And, 
furthermore, if they are income, an off- 
setting deduction would be allowable 
for repayment of 1945 subsidy later held 
improper. Allowing such a deduction 
would not be contrary to public policy. 
Smith, DC Ore., 6/19/58. 


received nor 


OTHER DECISIONS 


Income proved overstated; additions to 
bad debt reserve disallowed in part. A 
savings and loan company is found to 
have sustained its burden of showing 
that it overstated the earned interest 
income reported for 1952 and 1953 by 
$68,700 and $25,100 respectively. The 
court also finds that the company failed 
to show that the Commissioner abused 
his discretion or acted arbitrarily in dis- 
allowing a part of the additions to the 
reserve for bad debts. Community Sav- 
ings and Loan Co., TCM 1959-23. 


New Regulations on useful life and sal- 
vage value not retroactive. ‘Taxpayer 
was engaged in the business of leasing 
automobiles as a sole proprietor. He 
entered into an agreement with a family 
corporation, U-Drive, to lease to it all 


of his automobiles. U-Drive, in turn, 


leased about 40% of the automobiles to 
customers for extended periods of time 


and rented the remainder to the general 
public on a short-term basis. In deter- 
mining useful life for depreciation pur- 
poses, the Tax Court found that the 
automobiles which taxpayer leased for 
use under extended-term leases had a 
useful life of three years and those leased 
for short-term rental had a useful life of 
15 months. This court reverses. In arriy- 
ing at these findings, the Tax Court ap- 
plied to a 1939-Code year the concept 
of useful life adopted in the new regula- 
tions, i.e., the useful life in taxpayer's 
business. The Tax Court similarly erred 
in finding salvage values equal to tax- 
payer’s expected sales price after the 
short period of use. The accepted ad- 
ministrative policy before the new Regu- 
lations was to base depreciation on use- 
ful physical life. Since the autos were 
used in taxpayer’s business, there is a 
capital gain upon sale with depreciation 
thus recomputed. Evans, CA-9, 1/26/59. 


Cost of TV permit and license must be 
capitalized. Expenditures incurred in 
1953 by a radio station in connection 
with the procurement of a television 
construction permit, and eventually a 
television license, are held to be capital 
expenditures, rather than ordinary and 
necessary expenses. Since the license had 
not as yet been granted by the FCC 
when this tax case was heard, an al- 
ternative claim by the 
amortization of the cost of acquiring the 
license over a three-year life, is ruled 
premature. The holds 
further that the station could not take 
“extraordinary obsolescence” on its FM 
facilities, which it alleged resulted from 
the advent of television and correspond- 
ing lack of public interest in FM. Radio 
Station WBIR, Inc., 31 TC No. 80. 


station for 


to be court 


Cash-basis architect taxable on full fee 
recewed, though it was due _ subcon- 
tractor. ‘Taxpayer’s architectural firm 
contracted to do the architectural work 
for three schools; it subcontracted the 
working drawings and specifications to 
another architect. In 1954 it received 
some $57,000 from the school district as 
payment for the working drawings, but 
paid over to the subcontractor some 
$10,000 less, withholding this amount 
because the work had unsatis- 
factory and was to be corrected. The 
court holds that, since taxpayer’s patt- 
nership was on the cash basis, it must 
include the entire $57,000 received; the 
partnership was not an agent for the 
subcontractor and the funds were its 


been 
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without restriction. It may deduct only 
the amounts actually paid to the sub- 
contractor. Blew, TCM 1958-220. 


Loan by luggage manufacturer to movie 
producer non-business [Certiorari 
denied]. Taxpayer's partnership was 
principally engaged in the manufactur- 
ing of luggage. It lent $75,000 to a film- 
producing corporation and was to re- 
ceive interest on the loan and a share of 
the profits. The partners had amended 
their partnership contract two years 
previously to indicate their agreement to 
engage in the business of financing 
motion-picture productions. The loan 
became worthless within a year. The 
Fifth Circuit upheld a jury finding that 
taxpayer was not in the business of 
financing motion-picture ventures in the 
year in which the loss was sustained; the 
loss is a non-business *-id debt. Koch, 
cert. den., 1/26/59. 


Jury finds taxpayer in lending business; 
bad debt is ordinary deduction. Tax- 
payer, a mortgagee, 
debtor’s property in 1944. He contended 
that he did not take the assets in satis- 


took over the 


faction of his claim, so as to fix the loss 
in 1944, but rather as trustee for all 
creditors. The jury finds for taxpayer 
on this issue, permitting the loss de- 
duction in 1945. The jury also finds 
from the evidence of his lending activi- 
ties that taxpayer was in the business 
of lending money, so that the bad debt 
deduction is ordinary. Noonan, DC 
Fla., 11/6/58. 


Premium paid by bank to mortgagor 
can’t be amortized. Taxpayer, a corpo- 
ration organized to construct and oper- 
ate a housing project, obtained con- 
struction funds on a 4% mortgage. When 
the project was completed, the corpo- 
ration had the mortgage note transferred 
to another bank as a permanent mort- 
gage loan for which the corporation re- 
ceived a premium of $4 per $100 of 
mortgage indebtedness. The court holds 
the premium is income ir its entirety in 
the year cannot be 
amortized over the term of the mort- 
gage. Bass, TCM 1959-3. 


received, and 


Proceeds received under claim of right 
taxable though repaid in later years. 
Taxpayer had received stock of a new 
corporation for his services in promoting 
it. He sold these shares in 1951 and in 
1952 suit was begun by an associate who 
claimed ownership of some of them. A 


state court held for the associate. Tax- 
payer argued that he was entitled to re- 
duce the proceeds from sale of stock, as 
reported in his 1951 return, by the 
amount of money which he was obliged 
to refund in 1953 pursuant to-the judg- 
ment of the state court. The Tax Court 
held, however, that the proceeds were 
received under a claim of right in 1951 
without restriction as to their disposi- 
tion, and they were fully taxable in that 
year. This court affirms. [Section 1341 
of the 1954 Code permits reduction of 
tax in year of repayment equal to tax on 
receipt.—Ed.|Phillips, CA-9, 1/2/59. 


IRS will allow dividend-paid credit al- 
though original issuer was not utility. 
The Code permits utilities a dividends- 
paid credit on certain preferred stock 
issued prior to 1942, and on stock issued 
thereafter in replacement. The IRS had 
ruled (Rev. Rul. 57-45) that a replace- 
ment would not be entitled to the 
credit if the original issuer had not 
been a utility at the time of original 
issue. The Court of Claims held other- 
wise in Public Service Electric & Gas 
Co., (157 F.Supp. 846) and the IRS 
will follow that case. Rev. Rul. 57-45 is 
revoked. Rev. Rul. 58-621. 


Unconstitutional tax allowed as a deduc- 
tion in year of accrual [Acquiescence}. 
A taxpayer had accrued on its 1948 re- 
turn township taxes which were actually 
paid over in 1948 and 1949. In the latter 
year, the taxes were found to be un- 
constitutional. The Tax Court held that 
the original deduction in 1948 will be 
allowed to stand and the refund of tax, 
if there is any, will be taxed in the year 
when received. Denise Coal Co., 29 TC 
528, acq. IRB 1958-51. 


Notes for salary are income despite 
formal deposit with bank. 
were stockholders in a corporation that 


‘Taxpayers 


owed them some $166,000 for salaries 
and commissions. The corporation sold 
some assets and the buyer paid for them 
with its notes for $205,000. In form the 
buyer agreed to assume the corporation’s 
indebtedness to the stockholders and the 
$205,000 of notes were held by a bank 
under instructions to pay out all collec- 
tions to the stockholders on account of 
the salary indebtedness. Thereafter the 
corporation dissolved and distributed its 
remaining assets, timberlands, in liquida- 
tion. Taxpayers reported capital gain in 
liquidation on the timberlands and 


ordinary income on payments from the 
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bank as received. The court finds that, 
in reality, the notes for the sale of the 
assets were distributed to stockholders 
for their back salary and, taken at their 
fair value (this was face), are ordinary 
income to the extent of the $166,000 
back salary indebtedness. The excess 
and the timberlands are capital gain on 
liquidation. Bratton, 31 TC No. 87. 


Business loss on buildings confiscated 
by Hungary [Acquiescence]. Former 
Hungarian owners of apartment build- 
ings in Hungary, which they managed 
until 1948, and thereafter through ap- 
pointed agents until the properties were 
nationalized by the Hungarian govern- 
ment, are held entitled to a business loss 
for the depreciated cost of the buildings 
in the year of seizure, which they can 
carry forward in computing the net op- 
erating loss deduction of subsequent 
years. The ownership of real estate is a 
business and the taxpayers proved their 
losses. Elek, 30 TC No. 70, acq. IRB 
1958-51. 


Purchase, but not planting, of new crop 
a proper replacement for crop involun- 
tarily converted. The non-recognition-of- 
gain provisions are applicable to the pro- 
ceeds of insurance on_hail-destroyed 
crops if such proceeds are reinvested, 
within the replacement period, in an- 
other standing crop or a harvested crop. 
However, use of the insurance proceeds 
to cover costs of planting a new crop 
does not constitute a proper replace- 
ment. The IRS does not discuss why, in 
its opinion, planting a new crop is not a 
“purchase of other property similar or 
related in service or use.” However, the 
fact is given that this taxpayer, on the 
cash basis, regularly sold a harvested 
crop in the year following growth. After 
the damage he had immediately pur- 
chased a harvested crop for sale in the 
next year to avoid having both the pro- 
ceeds of the prior year’s crop and the 
insurance become taxable in the same 
year. Rev. Rul. 59-8. 


Donees not required to file 
information returns 


THE NEW REGULATIONS do not require 
the recipient of a taxable gift to file an 
information return. In prior years 
donees were requested to report, by 
April 15, gifts received in the preceding 
year. The donor must still file a return, 
and there is no change in the liability 
of the donee for unpaid gift tax. w 


222 *¢ The Journal of Taxation 


TAX CONSEQUENCES OF 


April 1959 


Corporate organization 


» 


and distributions 


EDITED BY RICHARD L. GREENE, LL.B. 





Planning for redemptions must now await 


action on Mills Group proposals 


by J. BRUCE DONALDSON and RICHARD D. HOBBET 


The new-Code provisions on distributions in redemption of stock (Section 302) 


have certain rough edges which have caused tax men trouble in the five years since 


the law was passed. The Mills Advisory Group now proposes to refine some of 


these rules. Principally, they would: (1) soften constructive ownership and attribu- 


tion rules, (2) improve reacquisition rights for creditors, (3) define basis further, 


(4) provide capital-gain treatment for small stockholders and (5) clarify treatment 


of stock owned by a partnership. Public hearings on these proposals were held 


by the House Ways and Means Committee at the end of February, and the Com- 


mittee is now engaged in formulating legislation which is expected to embody most 


of their proposals. 


_. SUBCHAPTER C Apvisory GROUP, 
in its revised report submitted to 
the Committee on Ways and Means, 
proposes 11 revisions in Section 302, 
Distributions in Redemption of Stock. 
In a half decade of living with this sec- 
tion of the law, there have come to the 
surface, through application, irregulari- 
ties and uneven spots in the statute. It 
is part of the legislative refining process, 
after a new section is on the books for 
a time, to go back and technically up- 
grade the provision. 

The Advisory Group’s proposals in 
general do not work a substantial sub- 
change or affect the 
Taken together, how- 
these statutory changes materially 


stantive section’s 


over-all operation. 
ever, 
alter the face of the section and modify 


important parts thereof. The recom- 


1a. Add Section 302(b)(2)(E) to provide that, 
if there is more than one class of. voting stock, 
the substantially-disproportionate tests are ap- 
plied to the combined voting power. b. Add Sec- 
tion 302(b) (2) to provide that subsequent in- 
stallments qualify for capital-gain treatment if 
the substantially-disproportionate test was satis- 
fied at the date of surrender. c. Section 302(b) 
(2)(D) be removed to Section 302(b)(7) and 
made applicable to 302(b)(1) and (3) as well 
as 302(b)(2), to make clear that the require- 
ment that a shareholder own less than 50% of 
the voting power after a substantially dispro- 
portionate redemption cannot be avoided by a 
planned series of redemptions. d. Section 302(a) 
will be amended to make clear that the time for 
testing whether a distribution in redemption of 
stock qualifies as a distribution in part or full 
payment in exchange for stocks shall be the 
time the shares are redeem 


mendations, therefore, require the care- 
ful attention of those in the tax field. 
Four of the amendments simply clarify 
construction or are of quite narrow ap- 
plication and will not be discussed.! ‘The 
proposals which are of general interest 
or application are treated below. 


Intent of the Congress 

The Advisory Group has proposed 
an amendment to Section 302(b)(6) to 
provide that, in determining whether 
a stock redemption is essentially equiva- 
lent to a dividend under Section 302(b) 
(1), the constructive ownership rules of 
Section 318 shall not be applicable, but 
the relationships described therein may 
be taken into account along with all 
other facts and circumstances. The Regu- 
lations of the Commissioner have taken 
the contrary position that attribution 
rules must be taken into account in ap- 
plying the “essentially equivalent to a 
dividend” test of Section 302(b)(1). This 
is a departure from Congressional intent, 
which was to retain the body of case law 
under the 1939 Code relating to distribu- 
tions essentially equivalent to dividends. 
The Senate Finance Committee Report 
on the 1954 Code specifically rejected 
the approach of the House bill and 
stated “your committee follows existing 


law by reinserting the general language 
indicating that a redemption shall be 
treated as a distribution in part or full 
payment in exchange for stock if the re. 
demption is not essentially equivalent 
to a dividend.” This intent was also 
manifest in the statute which provides 
that the fact that a redemption does not 
qualify as substantially disproportionate 
under 302(b)(2) or as a termination of 
interest under 302 (b)(3) shall not be 
taken into account in determining 
whether a distribution is equivalent to 
a dividend under 302(b)(1). Thus, this 
amendment reflects the proper construc. 
tion of the present statute. The inclu. 
sion in Section 302 of the specific provi- 
sions of subsections (b)(2) and (b)(3) has 
unduly de-emphasized (b)(1). This rec. 
ommendation is important in clarifying 
the statute and also in strengthening 
the scope and ‘context of (b)(1). 

2. Section 302(c)(2) provides that the 
family attribution rules do not apply if 
there is a complete termination of a 
shareholder’s interest. The Advisory 
Group would amend Section 302(c)(2) 
(A) to provide that attribution between 
spouses will apply in this situation. It 
is our opinion that this proposed amend- 
ment, although reaching directly a pos 
sible avoidance situation, introduces in- 
equities and undue rigidity under some 
circumstances and may be unnecessary 
to control avoidance of the intent of the 
law. Before introducing this change, we 
would recommend that the Treasury at- 
tempt this control under the existing 
provisions of Section 302(c). 

The exemption from the family attri- 
bution rules on termination of a stock- 
holder’s interest applies only if the 
stockholder has been party to a transfer 
either from or to persons within the 
family Section 318 
within a period of 10 years preceding 
the redemption or if such transfers did 
not have avoidance as one of their prin- 
cipal purposes. 
shareholder 


relationships of 


Moreover, the outgoing 
cannot retain an_ interest 
in the corporation except as a creditor. 
This language gives the Commissioner 
an opening to argue that a husband, for 
example, still has an interest in the 
corporation if he continues to control its 
affairs Thus, the 


through his wife. 


present statute greatly limits the ability 
individual to redeem stock and 
maintain control. It also limits his abil- 
ity to redeem stock by transferring it to 
his spouse for subsequent redemption. 
The proposed amendment would be 
inequitable in situations in which the 
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spouses have independent economic in- 
terests, and ignores the circumstances of 
acquisition which may indicate the 
separateness of the spouses’ interests. 
Thus, if control of avoidance in this 
area dictates a statutory change, it might 
better be made by amending 302(c) to 
lengthen the 10-year period in the case 
of a spouse. 

However, we believe that an amend- 
ment to Section 302 to deal with this 
would be premature at this time. 

3. In order to suspend the family at- 
tribution rules, Section 302(c) provides, 
in part, that the outgoing stockholder 
must divorce himself of all interests in 
the corporation other than as a creditor 
and cannot reacquire such an interest 
for a period of 10 years. The statute 
makes no provision regarding acquisition 
of a stock interest through enforcement 
of rights as a creditor. The Regulations 
prohibit the reacquisition of a stock in- 
terest even if it occurs as a result of the 
enforcement of rights as a_ creditor. 
Thus, a creditor may be unable to pro- 
tect his right to payment of deferred 
installments of the purchase price of his 
stock without the redemption’s being 
treated as a dividend. The Advisory 
Group proposes the enactment of Sec- 
tion 302(c)(2)(C) to provide that re- 
acquisition of stock as the result of the 
enforcement of rights as a creditor will 
be considered to be in the enforcement 
of rights as a creditor if the default by 
the corporation could not reasonably 
have been anticipated. This amendment 
deals equitably with a situation not con- 
sidered at the time of enactment of Sec- 
tion 302 and adequately prevents abuses. 


Problem of basis 

4. Neither Section 115(g) of the 1939 
Code nor Section 302 of the 1954 Code 
gave any consideration to the basis of 
stock redeemed and treated as a divi- 
dend. The Advisory Group proposes an 
amendment to the effect that the basis 
of stock redeemed under circumstances 
giving rise to dividend treatment shall 
be (a) added to the basis of other stock 
owned by the taxpayer, (b) added to the 
basis of stock owned by another person 
whose stock is attributable to the tax- 
payer under Section 318, 3» (c) allowed 
as a loss to the taxpayer. Detailed pro- 
visions are to be provided by the Regu- 
lations. This is a welcome proposal 
which will resolve a perplexing problem 
and provide symmetry to the statute. 

5. The Advisory Group recommends 
a new Section 302(b)(1)(B) to codify a 
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rule set out in the Commissioner’s Regu- 
lations. This is the statement in Reg. 
Section 1.302-2(a) that the determina- 
tion of dividend equivalence shall be 
made without regard to the earnings and 
profits of the corporation at the time of 
the distribution. Even though a corpo- 
ration should have no earnings and 
profits from which to pay a dividend, 
different tax consequences may turn on 
whether the redemption is covered by 
Section 302(a) or Section 301. For ex- 
ample, a distribution under Section 301 
would offset the stockholder’s entire basis 
in all of his stock before gain would 
result, whereas, if Section 302 applied, 
the gain would be the difference be- 
tween the amount distributed and the 
basis of the stock redeemed. The statute 
is presently ambiguous as to whether 
Section 301 can ever apply to a redemp- 
tion of stock by a deficit corporation. 
However, the Regulation makes the 
same Clarification proposed by the Ad- 
visory Group and the Regulation will 
acquire considerable force with the pas- 
sage of time. Therefore, it would seem 
better, in the interest of brevity, to 
leave the statute in its present form. 

6. It is proposed to add to Section 
302, subsection (b)(5), providing capital- 
gain treatment for redemptions of pre- 
ferred stock if the shareholder holds less 
than 1% of both voting stock and com- 
mon stock (including non-voting) imme 
diately after the redemption. This 
change is suggested to avoid the necessity 
of obtaining advance rulings from the 
IRS in this type of stock redemption. 
The codification of this rule will, just as 
in the case of Sections 302(b)(2) and (3), 
raise questions as to the applicability of 
the general rule in Section 302(b)(1) to 
situations which just miss meeting the 
requirements of Section 302(b)(5). Al- 
though they may be no more equivalent 
to a dividend than one meeting the 
statute’s test, a court may hesitate so to 
find if Congress has narruwly defined the 
same area of the law. Here, again, it 
may be well to retain the present statute 
and let taxpayers rely on the guidance 


[J. Bruce Donaldson is associated with 
the Detroit law firm of Raymond, Chirco 
& Fletcher. Richard D. Hobbet is a mem- 
ber of the Milwaukee law firm of 
Michael, Spohn, Best & Friedrich.] 





of their tax counsel in each instance. 

7. Presently, if stock of a partnership 
is redeemed, the constructive ownership 
rules of Section 318 of the Code come 
into play. Under that section there is 
attributed to the partnership the stock 
individually owned by the partners. A 
redemption which as to an individual 
partner would qualify under the sub- 
stantially-disproportionate test of Sec- 
tion 302(b)(2) or the termination rule 
of Subsection (b)(3) may be spoiled be- 
cause of stock individually owned by an- 
other partner. Under the Advisory 
Group’s recommendations, Section 302 
(c) would be altered to provide that, 
in applying the disproportionate and 
termination tests, the stock owned by 
the partnership is considered first dis- 
tributed pro rata to the partners and 
the tests then applied to each individual 
partner. This revision in attribution 
under Section 302 makes good common 
sense; no jeopardy to the revenue is 
involved. 


Conclusion 


The task of statutory improvement is 
a never-ending one. As technical con- 
struction problems arise, one school of 
thought favors expansion of the Code 
specifically to articulate a solution. How- 
ever, solutions so often raise new prob- 
lems that others, in the interest of Code 
brevity and non-complexity, would leave 
most problems to the judicial process or 
solution through administrative ruling. 
Both of these competing considerations 
have substantial merit, and which of 
them should prevail should depend upon 
the nature of each individual statutory 
difficulty. The Advisory Group’s recom- 
mendations, if adopted into legislation, 
will improve Section 302; such revision 
will also make it longer and more com- 
plex. < 


Unforeseen effects of Subchapter S are big 


help in liquidations, other tax planning 


agp S wASs ADDED to the Code, 
its sponsors in the Senate Finance 
Committee said, to permit businesses to 
select the form of organization desired 
without the necessity of taking into ac: 


count differences in tax costs. However, 


one thing that is becoming clearer every 
day about these provisions is that the 
election, rather than eliminating a tax 
choice among the corporation, the part- 
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nership or sole proprietorship, has added 
another possibility. What business form 
shall it be: corporation, partnership, or 
the intermediate tax entity—a corpora- 
tion electing under Subchapter S$? This 
is no easy choice for any but the simplest 
business. The average small businessman 
and store owner should elect. He can 
gain limited liability and, even though 
his individual note or endorsement may 
still be required in contract transactions, 
protection in the area of torts will be 
afforded. Also he will remain subject to 
a single tax and reap available pension 
benefits at less expense. Neither need 
he worry about the Commissioner, for 
the small businessman is the taxpayer 
for whom the election was actually in- 
tended. 

When the tax practitioner moves out 
of this area of relative simplicity, he 
must be extremely careful of the compli- 
cation arising from obvious incongruity 
of Subchapter S and other older, more 
meticulously drafted sections of the 
Code. The editors of St. John’s Law Re- 
view raised a number of pertinent ques- 
tions about these relationships. Some 
of their comments in the course of a 
lengthy analysis of the Subchapter (Vol. 
33, page 187) will serve the practitioner 
as a checklist and may bring to his at- 
tention some new aspects of this still un- 
explored region. 


Section 337 


In studying the relationship of Sub- 
chapter S to Section 337, the St. John’s 
editors noted that Section 337 was added 
to the Code to provide relief from 
double taxation when corporate assets 
were sold in winding up a business. It 
is hedged about with fairly strict qualify- 
ing rules; Subchapter S now appears to 
permit an easy circumvention of these 
restrictions. Section 337 was the answer 
to the problem raised by two Supreme 
Court cases. In Court Holding Co., 324 
U. S. 331 (1945), the Supreme Court had 
held that a sale of property which had 
first passed to the shareholders in liqui- 
dation and had then been conveyed by 
the shareholders to the purchaser had 
actually been made by the corporation. 
Therefore, in addition to the tax at the 
shareholder level on liquidation, a tax 
was imposed at the corporate level on 
the sale. Cumberland Public Service Co., 
338 U.S. 451 (1950), involved a similar 
situation. However, the Court held that 
the sale had been made by the share- 
holders and the only tax was imposed at 
that level upon liquidation. There was 
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no tax on the sale by the shareholders, as 
the distributed property had received an 
increased basis. 

Section 337 made its entry into the 
Code in 1954 to end the disparity be- 
tween the Court Holding and the Cum- 
berland situations by imposing a single 
tax on the sale of a corporate business 
accomplished through a sale of its assets. 
Adherence to the mechanics of Section 
337 produces non-recognition of gain or 
loss to the corporation on the sale or 
exchange of property subsequent to the 
adoption of a plan of liquidation, as 
long as all of the assets of the corpora- 
tion, except assets retained to meet 
creditors’ claims, are distributed in com- 
plete liquidation within 12 months from 
the date of adoption of the plan. The 
only tax imposed is at the shareholder 
level at capital-gain rates upon the com- 
plete liquidation. Now Sections 1373(b) 
and 1375(a) in Subchapter S make it 
possible to obtain a single tax on the 
sale or exchange of a capital or Section 
12311 asset without the necessity of a 
subsequent liquidation. In addition to 
the continuance of the corporation, a 
benefit will be realized as to all corpo- 
rate assets not involved in the sale. If 
Section 337 were utilized, a tax would 
be imposed on the appreciation in value 
of the remaining assets upon liquida- 
tion; the election, however, allows these 
assets to repose unaffected in the hands 
of the corporation, awaiting future dis- 
posal. Moreover, although Section 337 
requires a plan prior to a sale, the Sub- 
chapter S election may be made after a 
sale and yet be effective as to the trans- 
action; 
made during the first month of a taxable 
year and the election was made later on 
during that same month. 

Section 337 was enacted to grant relief 
to the taxpayer. The election, insofar as 
it makes possible that which could not 
be accomplished under Section 337, may 
be looked an extension of 
benefits already conferred. However, it 
should be remembered that, while the 
beneficial purpose underlying Section 
strict are 
obviated for all who can take advantage 
of the election. 


this would occur if a sale was 


upon as 


337 remains, its mechanics 


There is even stronger contrast be- 
tween the surface simplicity of Subchap- 
ter S and the formidably abstruse provi- 
sions of Section 341 dealing with collaps- 
ible corporations. And the contrast is 
further heightened by the fact that the 
very revenue act containing Subchapter 
S contained a minutely restricted section 


(341 (e)) granting some relief to corpo. 
rations unintentionally caught in the 
collapsible net. 

What has been termed a collapsible 
corporation is one used by the stock. 
holders seeking to be taxed at capital. 
gain rates upon the ordinary income 
generated by the corporation’s produc- 
tive activities. In addition, the corpora- 
tion attempts to insulate itself from any 
tax on this income by a distribution to 
the shareholders of the productive prop. 
erty or of the claims to income arising 
therefrom prior to any realization at the 
corporate level. Section 341 of the 1954 
Code focuses squarely and exclusively 
on the first objective by providing that, 
as to collapsible corporations, gain from 
the sale or exchange of stock or from a 
distribution in liquidation will be con- 
sidered ordinazy income to the extent 
that it would have been considered, but 
for Section 341, long-term capital gain. 
Thus, under Section 341, the inherent 
ordinary income in the suddenly appre. 
ciated stock or property cannot escape at 
capital-gain rates. 

This section worked so well in certain 
situations that what would ordinarily 
have been capital gain, even if the col- 
lapsible corporation device had not been 
espoused, wound up being treated as 
ordinary income. To correct this over- 
zealousness, the Technical Amendments 
Act of 1958 amended the section to pro- 
vide four automatic but limited excep- 
tions. 

However, under a literal application 
of Sections 1373(b) and 1375(a) of Sub- 
chapter S, in another part of this 1958 
Act, a shareholder apparently need not 
worry about the ordinary income treat- 
ment which Section 341 gives to sales of 
stock or distributions of property. The 
corporation can simply sell the capital 
or Section 1231 asset at a capital gain 
and the gain, retaining its favorable 
character, will pass to the shareholder. 
Moreover, even shareholders whose stock 
in trade is the same type of property as 
that owned by the corporation may take 
advantage of the election. 

There is a great contrast between the 


strictness of Section 341, even as 


1 Qld Section 117(j) of the 1939 Code allowing 
capital gain on sale of certain assets used in the 
business. 

2Section 341(e) (2) excepts certain distributions 
in complete liquidation which are taxed at capi- 
tal-gain rates under Section 331. Section 341(e) 
(3) excepts certain complete liquidations which 
qualify for non-recognition treatment under See- 
tion 333. The mechanics of Section 333 make it 
very favorable to the liquidation of a closely-held 
corporation which has a small earned surplus 
and owns assets that have greatly appreciated in 
value. Section 341(e) (4) excepts certain corpo 
rate sales or exchanges of property which come 
under Section 337. 
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amended, and the Subchapter S election. 
Regulation 1.341-2 provides that “the 
existence of a bona fide business reason 
for doing business in the corporate form 
does not, by itself, negate the fact that 
the corporation be formed or 
availed of with a view to the [censured] 
action described in Section 341(b).” This 
test appears more stringent than the 
usual tax avoidance test employed in 
the dividend area, where the presence of 
a valid business purpose goes a long way 
in preventing the taxation of various 
corporate dividends. 
However, on the opposite extreme from 
the Section 341 test is the election under 
Subchapter S, where the sole purpose of 
the election can be avoidance of the 
tax effects of the collapsible corporation 


may 


distributions as 


section. 

It appears grossly illogical to amend 
Section 341 in a 
designed to prevent, not the working, 
but the over-zealousness, of the statute 
and then to provide an election which 


manner which is 


Corporate organizations and distributions » 


nullifies both the original Code provi- 
sion and its amendment. The Commis- 
sioner, the St. John’s editors conclude, 
will certainly be heard from in this area. 
Will motive and business-purpose tests 
be applied to Subchapter S* elections 
which seek to avoid the consequences of 
the strict income-tax policy represented 
by other Code sections? If such tests 
are used, can they be applied to some 
elections and not to others? If these tests 
are applied to all elections, the desired 
facility of the statute would be de- 
feated; if they are applied to none, very 
wide loopholes in the Code will be 
opened. Moreover, there is a consider- 
able difference between applying ex- 
ternal administrative and judicial tests 
to the mechanics of a few individual 
Code sections, such as those dealing with 
distributions not essentially equivalent 
to a dividend, and applying these same 
tests to an entirely subchapter 
which deals with the complete tax treat- 
ment of a particular business entity. 


new 


New corporate decisions this month 





Advances by stockholders considered 
equity capital. Amounts advanced to an 
investment company by the original 
stock subscribers in 1915 and later repre- 
sented by notes in a bills payable ac- 
count are found on the facts to con- 
stitute equity capital, rather than in- 
debtedness. Payments thereon are held 
to be dividends and are disallowed as 
interest deductions. Conversely, the com- 
pany did not realize interest income on 
a sum withdrawn by one of the stock- 
holders which represented simply a with- 
drawal of capital, later reinvested. Wil- 
bur Security Co., 31 TC No. 92. 


Stockholder’s advances to _ controlled 
corporations not business debts. The 
activities of taxpayer, a flower merchant, 
in promoting, managing and financing 
four corporations engaged in the flower 
trade are held not to be so extensive as 
to qualify him as being in the trade or 
business of promoting, managing and 
financing corporations. The worthless- 
ness of his advances to two of the corpo- 
rations is allowed only as a non-business 
bad debt, treated as short-term capital 
loss. Nash, 31 TC No. 61. Similarly, ad- 
vances by a stockholder to his corpora- 
tion to provide needed working capital 
are held not to qualify as business loans 
since taxpayer was not so extensively en- 
gaged in the business of promoting or 


financing business ventures as to elevate 
that activity to the status of a separate 
business. Upon dissolution of the corpo- 
ration, the stockholder is not permitted 
a business bad debt deduction. Hudson, 
31 TC No. 62. 


Withdrawals from wife’s corporation 
were loans. On instructions that a valid 
loan exists only if both parties under- 
stand there is an obligation to repay, the 
jury finds that withdrawals from a corpo- 
ration by the husband of the principal 
stockholder were loans, not dividends. 
The jury also finds the year of worth- 
lessness was the year he died, leaving no 
assets in his Porter, DC Ga., 
10/29/58. 


estate. 


Proportionality maintained in transfer 
to controlled corporation [Old Law). 
When the majority stockholder of the 
corporation wanted to dissolve the busi- 
ness, taxpayers, who were minority stock- 
holders and active in the operations, de- 
vised a plan to acquire control. A new 
corporation was formed by an invest- 
ment banker who purchased 20% of its 
authorized shares for cash. Loans were 
obtained from banks to finance the pur- 
chase of the assets of the old corpora- 
Then pur- 
chased sufficient shares from the major- 
ity holder to equalize their holdings in 


tion. taxpayers, who had 
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the old corporation, transferred these 
shares to the new corporation, each re- 
ceiving 40% of the shares of the new 
corporation. The court finds that the 
transaction by which the investment 
banker acquired his shares was a sep- 
arate transaction from the one in which 
taxpayers acquired theirs. As to each, 
the transfers were to a corporation con- 
trolled immediatety after the exchange 
and were non-taxable because taxpayers 
maintained their proportional interests. 
[The requirement of proportional in- 
terests on such transfers was eliminated 
in the 1954 Code, Section 351.—Ed.]} 
Christie, DC Tex., 11/5/58. 


Distribution a tax-free spinoff under 
1939 Code. Taxpayer was one of several 
stockholders in a finance company and 
in an insurance agency which handled 
much of the insurance on collateral for 
the finance company. However, the in- 
surance agency was not permitted to do 
certain business and, for that purpose, a 
new company was formed. The agency 
received stock in the new company for 
assets it turned over. The stock was then 
distributed by the agency to its stock- 
holders. Similarly, a real estate corpora- 
tion was formed in which the agency 
received stock for assets and the stock 
was also distributed to the agency stock- 
holders. The district court held that 
both spin-offs were tax-free under the 
1939 Code; there was business purpose 
for the reorganizations. This court 
affirms. [Section 355 of the 1954 Code 
permits spinoffs, but imposes an active 
business test.—Ed.] Murdock, CA-6, 1/5/ 


59. 


Cancellation of debt for benefit of stock- 
holder was a constructive dividend. Tax- 
payer and two other stockholders were 
indebted to their corporation in the 
$35,800, 
price of their stock. In consideration of 
the corporation’s canceling this debt, a 
second corporation owned by the same 
stockholders canceled the $35,800 of a 
debt owing to it from the first corpo- 
ration for construction work. The court 


amount of the subscription 


holds this results in the constructive pay- 
ment of a dividend to the stockholders. 
Stout, TCM 1959-16. 


Family trusts disregarded; beneficiaries 
had control over income. A family cor- 
poration’s stock was owned, in 1944, 
66% by the mother, 13% by the father 
and 7% by each of three adult children. 
The mother made a gift of an additional 








7% to each of three trusts, one for the 
benefit of each child. Each trust had 
two trustees; various combinations of 
the children and the husband of the 
daughter were used so that in no case 
did a beneficiary serve as trustee of his 
own trust. The trustees were to dis- 
tribute income at least every five years. 
Shortly after the creation of the trusts, 
the corporation was liquidated and the 
business operated as a limited partner- 
ship. The trusts made no distributions 
to beneficiaries. All the distributable 
shares of income were accumulated and 
reported by the trusts on fiduciary in- 
come tax returns. The trial court had 
disregarded the trusts as shams. Al- 
though the appeals court does not 
concur fully in the trial court’s findings, 
it finds sufficient support in the record 
for this Failure of the 
trustees to collect the shares of partner- 
ship income for the trusts and to ob- 
serve the requirement of distributing 
this income justifies disregarding them 
as tax entities. Kanter, CA-9, 1/6/59. 


conclusion. 


Notes of thin corporation were risk 
capital. Taxpayer and another person 
made advances to a corporation in which 
they were each 50% stockholders. The 
advances were evidenced by demand 
promissory notes and were roughly in 
proportion to the stockholdings of the 
two. In an earlier opinion the Tax 
Court disallowed a bad debt deduction 
for the loans, finding as a fact that the 
notes did not represent bona fide debts, 
but were really risk capital. This court 
remanded, saying that, before it was able 
to review the decision, it must know 
the basis for the Tax Court’s conclusion; 
it was not sufficient for the Tax Court 
to find merely the ultimate fact. It con- 
cluded that the significant factor was 
whether the funds were advances with 
reasonable expectations of repayment re- 
gardless of the success of the venture or 
were placed at the risk of the business. 





Children not permitted to deny validity 
of family partnership. Taxpayers sought 
to disavow the existence of a partnership 
with their parents, in spite of the exist- 
ence of a partnership agreement, by 
emphasizing the fact that neither of 
them rendered significant services to the 
business. The Tax Court found that the 
partnership business was merely holding 
investments and consequently required 
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New partnership decisions this month 


The Tax Court, expressing doubt as to 
what- further action is proper on the 
remand, made additional finding of 
specific ultimate facts: that the advances 
were placed at the risk of the business, 
that no outsider would have made such 
loans. It disallowed the deduction. This 
court now affirms. Gilbert, CA-2, 1/ 
14/59. 


Burden of proof shifted on 102 cases 
for first trial on merits after 1955. On 
August 11, 1955, the Code was amended 
to make the 1954 Code rules about bur- 
den of proof applicable to cases under 
the 1939 Code “tried on the merits 
thereafter.” The court interprets that 
phrase to mean, “tried for the first 
time.” Taxpayer here had urged that, 
although its case had been argued in 
the Tax Court, the fact that the deci- 
sion against it had been reversed on an 
appeal and remanded for further pro- 
ceedings meant that the new rule ap- 
plies in this, its second Tax Court 
trial. Such an interpretation, the court 
holds, could not possibly be the intent 
of Congress. Smoot Sand and Gravel 
Corp., TCM 1958-221. 


Can’t deduct loss on construction for 
affiliate. Taxpayer, which was owned 
and controlled by two stockholders, con- 
tracted with another. corporation also 
owned by the same stockholders to fur- 
nish land and construct an apartment 
house for a total contract price of $300,- 
000. Taxpayer thereupon subcontracted 
the actual construction work on a non- 
profit basis to a partnership composed 
of its two stockholders. As it turned 
out, the of the cost of 
struction was wrong and, in order to 


estimate con- 
complete construction, taxpayer was re- 
quired to furnish its subcontractor, the 
partnership, with additional funds. Al- 
though ordinarily expenses incurred by a 
contractor in fulfilling the obligations of 
a defaulting subcontractor are deduct- 





no significant services, that each taxpayer 
filed income tax returns in the past re- 
porting his distributable share of the 
partnership income and that each had 
sworn under oath during an investiga- 
tion of the father’s affairs that he was a 
fide partner. It, therefore, 
that taxpayers were bona fide partners 
during the years in controversy. This 
court affirms. Ferguson, CA-9, 1/19/59. 


bona 


held ~ 





ible as ordinary and necessary business 
expenses, the court holds, affirming the 
Tax Court, that taxpayer did not main- 
tain an arm’s length relationship in its 
dealings with its related organizations, 
all of which were owned and controlled 
by the same two individuals. According- 
ly taxpayer is not allowed to deduct the 
excess cost as a loss but the entire cost 
of construction is required to be al- 
located to the cost basis of the building 
in order to reflect correctly the income 
of the related corporations. VM Homes 
Inc., CA-6, 1/8/59. 


Individual not considered as owning 
stock of aunt or uncle. For purposes of 
the stock ownership test for determining 
personal holding company status, an 
individual is not con- 
structively ownjng the stock held by his 
aunt or uncle. These relatives are not 
included in the Code specification. Rev. 
Rul. 59-43. 


considered as 


Procedure for suspending assessment of 
PHC tax for deficiency dividend pay- 
ment. The IRS has outlined the pro- 
cedure for the suspension of the assess- 
ment of proposed deficiencies in a per- 
sonal holding company tax case where 
taxpayer seeks to offset this assessment 
by the timely payment of deficiency divi- 
dends. Rev. Pro. 59-1. 


Sale of assets to corporation by 60% 
stockholder upheld [Acquiescence]. Tax- 
payer, who had long been in charge of 
the logging operations of a timber com- 
pany, being dissatisfied with his status 
as an employee, agreed to buy the 
logging equipment and contracted to do 
the work as an independent contractor. 
Several years later, two of his long-time 
associates in this work wanted to come 
into the business and accordingly they 
formed a corporation with taxpayer 
owning 60% of the stock, the others each 
20%. Taxpayer agreed to sell the logging 
equipment to the corporation at'its then 
value, which was higher than his cost, 
payment to be made in_ installments. 
Taxpayer reported the capital gain on 
the installment basis, and corporation 
depreciated the equipment on the new 
higher basis. The Commissioner asserted 
tax-free ex- 
change of property for stock and taxed 


that the transaction was a 


the installment payments as dividends. 
The court holds for the taxpayer, find- 
ing the transaction was a bona fide sale, 
not motivated by tax considerations. 
Morgan, 30 TC 881, acq., IRB 1959-5. 
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How to use waiver Forms 870 & 870AD 


properly to get desired tax treatment 


by HARROP A. FREEMAN 


Widespread misunderstanding exists among practitioners as to the nature and 


effect of various “closing-type” agreemenis with the IRS. Recent cases emphasize 


the importance of understanding the exact legal effect of signing any one of the 


several possible types of agreements, particularly Forms 870 and 870AD. Mr. Free- 


man, who is professor of law at Cornell University and practices in Ithaca, here 


analyzes the recent cases, applies previous rules to the new forms, and gives nine 


rules to guide the practitioner in his approach to signing these agreements. 


I THE AUDIT and negotiating process 
with the IRS, the practitioner is 
faced with many complex problems of 
settlement, not the least of which is how 
to preserve a right to seek a refund. 
The tax counselor may be operating 
under a rule of thumb: that settlements 
prior to Tax Court petitions leave open 
the refund route, but that settlements 
by stipulation in the Tax Court fore- 
close refund possibilities. It is submitted 
that, particularly as to the effect of 
forms 870 and 870AD (formerly 870 TS), 
much more exact distinctions are neces- 
sary. In these forms are traps for the 
unwary. 
Form 870 is the waiver form used 
by the IRS other than the Appellate 
Division. It is a unilateral act intended 
to carry out Section 6213(d) of the 1954 
Code and allow the taxpayer to pay the 
tax, to stop the running of interest, to 
give up the right to a formal 90-day 
notice, to stay of assessment and to go 
to the Tax Court, in return for which in- 
terest stops running 30 days after sign- 
126 CFR 601.105(b) (4); S. Rep. No. 22, 69th 
Cong., 1st Sess.; 1939-2 CB 332, 352. 
2S. F. Seott & Sons, Inc., 69 F.2d 728 (1st Cir. 
1934); H. & B. American Machine Co., li F 
Supp. 48 (Ct. Cl. 1935); Ohl, “Implications of 
Form 870,” 11 U. of Pitt. L. Rev. 173 (1950). 
* Payson, 166 F.2d 1008 (2d Cir. 1948); Knapp- 
Monarch Co., 139 F.2d 863 (8th Cir. 1944); 
Brast v. Winding Gulf Colliery Co., 94 F.2d 179 
(4th Cir. 1938); Van Antwerp, 92 F.2d 871 (9th 
Cir. 1937); Leach v. Nichols, 23 F.2d 275 (1st 
Cir. 1927); Edmonde, 148 F. Supp. 185 (E.D. 
Wis. 1957) ; Bank of New York, 141 F. Supp. 364 
(S.D. N.Y. 1956); Hamil v. Fahs, 129 F. Supp. 
387 (S.D. Fla. 1955). The following cases raise 
the issue obliquely, but deny 870 as a binding 
agreement Bennett, 231 F.2d 464 (7th Cir. 1956); 
Margis v. Goodwin, zZ1 F.2d 486 (8th Cir. 1955); 
Clark, 211 F.2d 100 (8th Cir. 1954), cert. den., 


348 U.S. 911 (1955). 
* Schneider v. Kelm, 137 F. Supp. 871 (D. Minn. 


ing. It states that it is not a closing agree- 
ment. It has been specifically said that 
the intent is to permit the Commissioner 
to assert further deficiencies or the tax- 
payer to sue for a refund.! Form 870 is 
used as an informal settlement and to 
accept an overassessment. The Appellate 
Division uses it only if taxpayer com- 
pletely accepts the agent’s report. It is 
not an account stated. For most purposes 
it is in fact final. The parties may in- 
sert into Form 870 whatever terms they 
may agree upon, although the Govern- 
ment often refuses altered forms.2 

Many writers, the Service and some 
courts seem confused as to whether Form 
870 constitutes a binding settlement so 
that the Government and taxpayer can- 
not relitigate the issues. It is our opinion 
that it does not and that the confusion 
is due to inadequate distinction between 
Forms 870 and 870 AD (old TS). Form 
870 is at most a gentlemen’s agreement 
to let the statute of limitations run out 
on refund claims or further deficiencies. 
The cases generally hold that it does 
1956), affd. 237 F.2d 721 (8th Cir. 1956); Rubel 
Corp. v. Rasquin, 43 F. Supp. 111 (E.D.N.Y. 
1942); Baldwin v. Higgins, 19 AFTR 1341 (S.D. 
N.Y. 1937). 
526 CFR 601.202(a); Rev. Rul. 117, 
p. 498. 
® Much of the difficulty in the cases arises from 
the variations in the forms used and involved in 
them. At times the provision against refund has 
been on the back of the form; at times as a 
“note”; now it is immediately above the signa- 
ture. At times the form reserved Commissioner’s 
right to assert a deficiency, and then this was 
either left in or stricken out, case by case. Some 
of the cases involve provisions typed into forms 
which did not normally contain the provisions, 
and therefore these more clearly show the intent 
of the parties. See cases in notes 9 and 10. 
7 See cases in notes 9 and 10. 


8278 U.S. 282, 49 S. Ct. 129, 73 L. Ed. 379 
(1928). 


IRB 1953-1, 
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not bar refund claims or deficiencies.* 
There are, however, a few cases holding 
that form 870 binds or estops.4 We be- 
lieve these are misapplications of the 
870 AD (TS) decisions. It has been 
argued, now that power to compromise 
has been transferred to the District Di- 
rectors, that Form 870 may be looked 
upon as a compromise and, therefore, 
bindirg.5 We do not agree. Form 870 is 
and should remain a limited waiver, in 
no way preventing refund or further 
deficiency. 

Form 870 AD, which is used by the 
Appellate Division, gives rise to more 
uncertainty, and it is a real uncertainty.® 
Form 870 AD eliminates any reference 
to the Government’s right to assess de- 
ficiencies. The printed form provides 
that taxpayer shall not sue for a refund 
and will execute a closing agreement if 
asked. Thus, form 870 AD has many of 
the characteristics of a closing agreement. 
Yet it states that it is not a closing agree- 
ment and is not processed as a closing 
agreement. It is an offer requiring ac- 
ceptance. It is submitted by the conferee 
to the Associate or Assistant Chief. It 1s 
set aside for fraud or concealment of 
material facts, but not for legal error. 

It is with regard to Form 870 AD that 
there is a split in the courts as to 
whether signing such form is a binding 
agreement precluding suit for refund of 
the tax paid pursuant to such form. 
The back to Botany 
Worsted Mills.8 Therein, before there 
were any Forms 870 or 870 AD, the tax- 
payer agreed orally with a subordinate 
Treasury official to settle and waive his 
rights (as on a form 870). The Court of 
Claims held that the oral agreement 
barred suit for refund. On appeal the 
Government 


problem goes 


abandoned this ground, 
but urged estoppel. The Supreme Court 
ruled that neither a binding agreement 
nor estoppel could exist (unless a true 
closing agreement were executed) to pre- 
vent refund. As we developed in the 
previous paragraphs, the cases follow- 
ing this have generally held that Form 
870 does not preclude refund or de- 
ficiency. 

But Form 870 AD (TS) gives more 
difficulty. Since it appears at a later stage 
6f the proceeding, it is more likely to 
be disadvantageous to the Government, 
for the taxpayer has two years after pay- 
ment to sue for a refund, but the Gov- 
ernment has only three years from the 
return to assess a deficiency; therefore, 
if Form 870 AD (TS) is signed near the 
end of the original three year period, 
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the Government soon loses its right to 
assess a deficiency, but the taxpayer re- 
tains (if Form 870 AD does not bar it) 
the right to claim a refund. This has 
given rise to the Government’s inserting 
in the form the stipulation already re- 
ferred to—that taxpayer will not claim 
a refund and will execute a closing 
agreement if asked. And this insertion 
has given rise to many courts’ holding 
Form 870 AD to be a binding agreement 
or one which estops taxpayer from suing 
for a refund after the Government is 
foreclosed from asserting a deficiency.® 
There are decisions to the contrary.1° 

The case on which the trend holding 
the taxpayer bound not to seek a re- 
fund has been based is Guggenheim.11 
In it an old Form 870 TS had been 
altered so that the Government’s right 
to assert a deficiency was crossed out 
and a clause was typed in by which tax- 
payer gave up his right to refund. The 
Court of Claims held that taxpayer was 
bound by the agreement and estopped 
from seeking a refund after a Govern- 
ment deficiency was barred, distinguish- 
ing the Botany case as an agreement 
made by a subordinate official. Insofar 
as the stands for 
“equitable” estoppel, it seems unsound.!2 
We shall examine “promissory estoppel” 
further. 


Guggenheim case 


Without spoiling the unique finality 
of closing agreements, it would seem 
that there should be room for a binding 
agreement not to sue for a refund in 
consideration of the Government’s being 
prevented from asserting a deficiency. 
This could be accomplished by promis- 
sory (not equitable) estoppel. This seems 
to us to be the effect of Daugette v. Pat- 
and Cuba R.R. Co. and to be 
the trend of the 1957-58 decisions.13 

Our reading of the law and the cases 
causes us to suggest these rules and cau- 
tions for the IRS and the tax practi- 
tioner: 


terson 


870 
sidered a binding agreement preventing 
either deficiency or refund. 


1. Form should never be con- 


® Daugette v. Patterson, 250 F.2d 753 (5th Cir. 
1957), cert. den., 356 U.S. 902 (1958); Cain, 255 
F.2d 193 (8th Cir. 1958); Monge v. Smyth, 229 
F.2d 361 (9th Cir. 1956), cert. den., 351 U.S. 976 
(1956); Girard v. Gill, 142 F. Supp. 770 (M.D. 
N.C. 1956), aff'd, 243 F.2d 166 (4th Cir. 1957); 
Guggenheim, 77 F. Supp. 186 (Ct. Cl. 1948), 
cert. den., 335 U.S. 908 (1949), reh. den., 336 
U.S. 911 (1949); Schaefer, 48 AFTR 1297 (D. 
Hawaii, 1951). 

10 Cuba R. R. Co., 254 F.2d 280 (2d Cir. 1958); 
Sprott v. Riddell, 48 AFTR 1645 (S.D. Col. 
1955); Hamil v. Fahs, 129 F. Supp. 837 (S.D. 
Fla. 1955); Steiden Stores, Inc. v. Glenn, 94 F. 
Supp. 712 (W.D. Ky. 1950); Arthur Davis, 29 
TC No. 95 (1958). 

1177 F. Supp. 186 (Ct. Cl. 1948), cert. den. 335 
U.S. 908 (1949). 

12 Equitable estoppel requires misrepresentation 


April 1959 


2. If taxpayer has any question on 
this, then alter the form expressly to 
allow refund claims. To us this seems 
over-cautious. 

3. A closing agreement is expressly 
provided by statute and should be the 
only form binding on the Government 
and taxpayer from the time of its execu- 
tion. If the parties want this kind of 
settlement, let them use the closing 
agreement form. 

4. Form 870 AD should not be con- 
sidered the equivalent of a closing agree- 
ment. It is not processed and signed in 
the same way, nor does it have statutory 
authorization. {t has never been held, 
and we are reasonably certain it will not 
be held, to be binding on the Govern- 
ment as a closing agreement. 

5. Therefore, Form 870 AD is “bind- 
ing” on the taxpayer only by doctrines 
of promissory estoppel—that he has 
promised not to seek a refund and, 
relying on this, the Government has 
foregone the possibility of a deficiency. 
There is no justification for applying a 
theory of equitable estoppel. 

6. Unless the Government can show 


promissory estoppel, the taxpayer should 
be allowed to seek a refund. 

7. To prove promissory estoppel, the 
Government should be required to show 
that there was an additional deficiency 
and that, relying on Form 870 AD, it 
had failed to assert the deficiency within 
the time limit. 

8. Now that Form 870 AD contains 
the openly printed agreement as to not 
claiming refunds, taxpayer should be 
considered to know of it. Taxpayers may 
desire to strike this provision from the 
form. 

9. Another way in which taxpayer may 
protect himself after signing an un- 
altered form 870 AD, with the “no re. 
fund” provision in it, is by filing claim 
for refund prior to the expiration of the 
Government’s time in which to assess a 
deficiency and. by calling specific atten- 
tion in the claim to the prior signing of 
Form 870 AD. 

10. If taxpayer follows neither rule 8 
nor 9, and if the Government complies 
with rules 5, 6 and 7, then taxpayer 
should be estopped by form 870 AD 
from claiming a refund. * 


ABA urges drastic change in Federal tax 


liens; lawyers & accountants affected 


pe FACT THAT tax liens are not, 
strictly speaking, problems in tax 
practice, but are rather creditors’ rights, 
means that virtually every lawyer and 
auditor has an immediate interest in the 
extent to which a Federal tax lien can 
upset his clients’ affairs. Lawyers have 
struggled for some time with the intru- 
sive effect of Federal tax liens into credi- 
tors’ rights, and committees of the ABA 
have been studying the question for sev- 
eral years. The rights of creditors and 
the effect and knowledge of liens have 
long been part and parcel of the audi- 
tor’s work; consequently, serious pro- 
posals for revision of Federal law are 
of vital concern to accountants. 


and reliance, is not mutual because rarely possi- 
ble against the Government; promissory estoppel 
might be possible. 1 Restatement of contracts; 
Sec. 90; 10 Mertens, Law of Federal Income 
Taxation, Sec. 60.02; R. H. Stearns Co., 129 U.S. 
54, 54 S. Ct. 325, 78 L. Ed. 647 (1933). A true 
case of equitable estoppel in which taxpayer mis- 
represents and the Government relies is Hecker 
v. Bemis, 104 F.2d 871 (8th Cir. 1939); see also 
Robinson v. Comm., 100 F.2d 847 (6th Cir. 
1939). 

13 Daugette v. Patterson, 250 F.2d 753 (5th Cir. 
1957), cert. den., 356 U.S. 902 (1958)—promis- 
sory estoppel by Form 870 AD agreeing not to 
claim refund and Government deficiency later 
barred. Cuba R. R. Co., 254 F.2d 280 (2d Cir. 
1958). No estoppel; “‘asume without deciding” 
where Form 870-TS did not expressly prevent re- 
fund. Notes 9 and 10 supra. 


The mid-winter meeting of the Ameri- 
can Bar Association on February 23 ap- 
proved recommendations for changes in 
Federal law which are expected to elim- 
inate the growing evil in tax liens. This 
ABA approval is much stronger than 
previous conclusions of either Sections 
or special committees of the Association. 
This new action puts the full endorse- 
ment of the entire ABA behind the pro- 
posals. 

The 
present a vivid catalogue of dangers in 
the present situation) resulted from a 
study by a special Committee on Federal 
Liens, representing four Sections of the 


proposals (which, incidentally, 


Association. 

The most important proposals relate 
to the priority of Federal tax liens. A 
series of decisions by the Supreme Court 
and favored the 
threat to 


other courts have so 


Federal tax lien that it is a 


the security of many customary business 
transactions. In the view of the Supreme 
Court, no contractual or statutory lien 
is safe even against after-arising Federal 
tax liens unless the competing lien is 
“choate,” which means that the amount 
must be fixed beyond controversy (usual- 
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ly by judgment) and the property sub- 
ject to the lien must be positively identi- 
fied. A mechanic’s lien is deemed “in- 
choate” and vulnerable to subsequent 
Federal tax liens even after the work 
is complete and the mechanic’s lien is 
duly filed, if judgment of foreclosure 
has not been obtained. Although mort- 
gagees and pledgees enjoy express pro- 
tection against after-filed Federal tax 
liens, they, toc, must pass the choateness 
test. Thus, an assignment to indemnify a 
surety against loss on a bonded contract 
was held “inchoate” and was defeated 
by a later Federal lien because the loss 
on the contract had not yet been in- 
curred (although the surety was firmly 
bound to incur any loss there might be). 
Like treatment has been accorded at- 
torneys’ liens, landlords’ liens, statutory 
vendors’ liens, warehousemen’s liens, at- 
tachment and garnishment liens and the 
interest of a contract purchaser. 

The Committee considered the pos- 
sibility of simply providing that the 
United States should take its place along 
with all other lien creditors, as state law 
might provide. However, it concluded 
that Congress, not the States, should 
make the policy decisions concerning 
Federal tax priorities and that Congress 
should provide nationally uniform selec- 
tive rules which protect the legitimate 
interests of those third parties it found 
to have an equity superior to the Federal 
tax lien. 

The ABA proposal would protect the 
priority of those who take security for 
obligatory or necessary future advances 
(including complete a 
project which has been started and costs 


advances to 


of preserving mortgaged property and 
collecting the debt). Protection would 
also be extended to those making ar- 
rangements for voluntary future ad- 
vances (e.g., commercial financing) so 
that they need not search for Federal 
tax liens before each advance, but such 
protection would be conditioned upon 
the lender’s giving notice of the arrange- 
ment to the District Director, so that he 
would have readily available, without 
making a title search each time he files 
a tax lien, the information enabling 
him to notify the lender that a tax lien 
has been filed. 


The proposal also protects the prior- 
ity of a mortgage covering after-acquired 
under 
present law. Its priority, as against the 
Federal tax lien, would be “frozen” as 
of the time the Federal tax lien is filed, 
however, except with respect to property 


property, which is doubtful 


which was produced or acquired by 
means of the loan, or which becomes an 
integral part of the mortgaged property, 
or which is substituted for such prop- 
erty. 

Mechanics’ liens on realty would be 
protected against Federal tax liens filed 
after the time (usually the commence- 
ment of the work) as of which the 
mechanic takes priority under state law 
(but the “superiority” which some laws 
give mechanics’ liens over pre-existing 
encumbrances would not be recognized). 
A mechanic lienor’s claim on the con- 
tract proceeds, a fund he created, would 
be preferred even over pre-existing Fed- 
eral tax liens against the contractor. In 
both the realty and the proceeds, how- 
ever, mechanic lienors would be sub- 
ordinate to withholding taxes arising 
out of the very job. 

Attorney’s liens on causes of action 
would be preferred over even pre-exist- 
ing Federal tax liens. So also would the 
statutory lien of a hospital or doctor on 
a recovery for personal injury or death. 

The protection which “purchasers” 
now enjoy against subsequently filed 
Federal tax liens would be extended to 
contract purchasers, optionees and 
lessees. Under present law, one court 
held that installment 
homes who were in possession, but had 
not taken title when the Federal lien 
arose were not “purchasers.” They not 


purchasers of 


only lost their homes, but their lien for 
recovery of payments made (the title 
having failed) was held to be “inchoate” 
and subordinate to the Federal lien. 

The proposal also extends protection 
to landlords’ liens, limited, however, to 
the amount of rent accruing before or 
within three months after the filing of 
the Federal tax lien (one year in the 
case of farm leases). 

State and local taxes (other than real 
property taxes) are frequently made 
general liens on the taxpayer’s property, 
just as the Federal tax lien is a general 
lien. But, whereas the Federal lien is 
deemed perfected, the state or local lien 
has been called “inchoate.” The pro- 
posal would apply a “single standard” 
dating the relative priority of all such 
taxes from the time when they are 
assessed and become liens, but without 
permitting “relation back” to an earlier 
date. 

Real property taxes and special assess- 
“super- 
priority,” such as they enjoy over exist- 
ing encumbrances under most state laws. 
Thus, realty subject to a large Federal 


ments would be granted a 
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tax lien would not, in effect, be taken 
off the local tax rolls while it is allowed 
to remain in private use. In addition, 
this proposal would eliminate, in most 
cases, the “circular priority” situation 
arising when a mortgage is ahead of a 
Federal tax lien, which is ahead of a 
real property tax, which is ahead of the 
mortgage—a dilemma which present law 
solves at the expense of the mortgagee. 

Relief is also proposed for statutory 
and equitable vendors’ liens, carriers’ 
liens, warehousemens’ liens, liens for 
work on personal property and a num- 
ber of others. But no relief is proposed 
for attachment and garnishment credi- 
tors against Federal liens arising before 
they get judgment, since they are not 
viewed as “reliance” creditors. 

Relief, paralleling the foregoing, is 
proposed with respect to the special 
liens for Federal estate and gift taxes, 
which arise upon death or when the 
gift is made, without need for any public 
filing. 

In addition, an amendment is pro- 
posed to the 160-year-old law which 
gives the United States absolute priority 
(even over most, if not all, prior liens) 
in insolvency receiverships, assignments 
for creditors and insolvent decedents’ 
estates. The proposal would bring the 
rules more in line with the Bankruptcy 
Act, with lien priorities preserved and 
with the special protection for wage 
claims and certain others. 

It is not only the taxpayer’s creditors 
who have found the Federal tax lien 
upsetting to normal commercial rela- 
tionships. His debtors, and especially his 
bank, have encountered similar prob- 
lems. The proposal would confirm the 
rule that a bank or other debtor is not 
bound to search for Federal tax liens 
before making payments and would 
provide that (in the absence of a levy) 
payments may be made to the taxpayer 
even with knowledge of the lien, unless 
there is an intent to defeat collection of 
the tax. It would be made clear that a 
levy has no continuing effect and does. 
not oblige a bank to remain alert in- 
definitely for subsequent deposits by the 
taxpayer. 

A debtor's right of set-off, which he 
might have asserted if sued by the tax- 
payer, would be valid against a tax levy 
(whereas, under present law, a right of 
set-off not actually exercised before levy 
may be too “inchoate” to defeat the 
levy). Defenses, such as the statute of 
limitations, which would have been 
good against the taxpayer on the date of 
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the levy would be recognized against the 
tax lien (whereas, at present, the tax 
collector may levy upon and enforce 
a claim which the taxpayer could not 
have enforced). However, mere failure 
of the District Director to produce a 
document (note, contract, receipt, pass- 
book, etc.) would not be a defense if the 
claim is otherwise proved; instead, the 
Government would indemnify the 
debtor against liability to persons who 
may acquire and claim under the docu- 
ment. 

If there are adverse claimants to the 
fund or property levied upon, the pro- 
posal would authorize interpleading the 
United States and the other claimants, 
thereby relieving the debtor or bailee of 
the risk of double liability. It is doubt- 
ful that the United States may be sued 
in interpleader under present law. 


Other provisions 


Numerous other procedural changes 
are proposed. At present, the United 
States consents to be named a party in 
foreclosure actions and actions to quiet 
title in order to remove the cloud of a 
junior Federal lien. The proposal would 
extend that consent to condemnation 
actions, partition suits and all others in- 
volving the determination of rights in 
or liens upon property. Furthermore, 
the proposal includes a codification and 
clarification of the remedies of third 
parties property is seized or 
threatened with seizure for the taxes of 
another. 


whose 


At present, in a mortgage foreclosure, 
the United States has a one-year right 
to redeem real property from the sale, 
if it has a junior lien thereon. That right 
would be eliminated. The United States 
would also be subjected to the rule of 
lis pendens, so that Federal liens which 
are not of public record when a mort- 


gage foreclosure suit is commenced 
would not remain as a cloud on title, but 
such relief would be conditicned on 


giving the Government notice of the 
action in time to permit it to intervene 
if it has or acquires a lien. 

If a mortgage or other lien may be 
foreclosed by non-judicial sale, it is pro- 
posed that the United States be bound 
thereby, provided that it is given ad- 
vance notice (except that notice would 
not be required if securities or commodi- 
ties are sold on an established market). 

A number of proposals are made to 
provide greater flexibility in the admin- 
istrative release or discharge of tax liens. 

The 139-page report of the Com- 
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mittee, setting out the problems under 
present ‘law, the draft legislation and 
the technical explanation of the pro- 
posals, is obtainable at the printing cost 
of $1.00 from the American Bar Associa- 
tion, 1155 East 60th Street, Chicago, 
Illinois. x 


Brundage, former budget 
head, asks for tax reform 


Ir ISN’T ONLY TAXPAYERS and their coun- 
sel who see the need for tax simplifica- 
tion and reform. Percival F. Brundage, 
who recently resigned as Director of the 
Budget, thinks that the increasing de- 
pendence of the Government on in- 
come taxes may peril the Federal credit 
and budget structure. This needed re- 
duction in rates should also provide the 
opportunity for real simplification. 

“While we have been talking and 
thinking favorably of a thorough over- 
haul of our tax legislation since the 
war,” Mr. Brundage said in an address 
to the American Institute of Certified 
Public Accountants in Detroit recently, 
“tax reform bills themselves have added 
more complication, more technical pro- 
visions that have to be interpreted by 
lawyers and CPAs. We have also failed 
to do anything about the overlapping 
between Federal, state and local taxes. 
The Kestenbaum Commission 
some excellent studies into this problem 
and the Federal-State Joint Action Com- 
mittee has touched on phases of it. I 
believe that the time is now ripe for a 
thorough-going review of our whole tax 
policy—Federal, state and local. I per- 
sonally believe that too much reliance is 
being placed by the Federal Govern- 
ment, at least, on income taxes. While 
these act as a cushion against too rapid 
decline in business net income, changes 
in the Government’s income are difficult 
to estimate for budgetary purposes. As 
an example, the Treasury estimates of re- 
ceipts both from Federal individual in- 
come taxes and corporate income taxes, 
combined, for fiscal 1959 have been re- 
vised downward during the last nine 
months by $6.2 billion, or more than 
10%. This is in spite of the fact that 
business activity has still been main- 
tained at a high level. In the future too 
much reliance on income taxation could 
jeopardize our Federal budget and credit 
structure. 


made 


“I believe also that we have a mul- 
tiplicity of tax returns which is quite 
unnecessary. Certainly it should be 
sufficient to prepare one individual in- 


come tax return and one corporate in- 
come tax return which could be used for 
several purposes and for several levels 
of government. We could have a joint 
collection agency, Federal, state, and 
local, which could apportion the receipts 
from excise taxes, sales taxes and pos. 
sibly a new manufacturers excise tax, 
A local sales tax is quite inefficient when 
residents of neighboring states can have 
purchases shipped direct to their homes 
and thereby avoid payment of the tax, 
Furthermore, there should be standard 
exemptions and credits. 

“I have come to believe that, so long 
as we continue high tax collections, we 
are going to have high Government 
spending. Even if settlement should be 
reached in a cold war over the next few 
years so that we could look forward to 
a more normal and peaceful co-existence, 
I fear that expenditures of other Federal 
agencies might easily pick up most of 
the savings unless plans for tax cuts have 
already been studied and approved for 
initiation when the opportunity arises. 
I do not think there is any good justifica- 
tion to continue indefinitely a corporate 
tax of over 50%, or individual taxes at 
the present high levels, particularly in 
the top brackets.” % 


Supreme Court will rule on 
double penalty on estimates 


A MUCH LITIGATED QUESTION appears to 
be headed for solution. The Supreme 
Court has granted certiorari in the Acker 
case. The Sixth Circuit there held (June 
18, 1958) that, under the 1939 Code, 
penalties could not be imposed both for 
failure to file a declaration of estimated 
tax and for failure to make payments. 
The IRS has insisted that the double 
penalty is required, but a good many 
courts have disagreed. There must be 
thousands of returns held open for a 
final determination of this matter, and 
taxpayers who have paid the double pen- 
alty when assessed by the Treasury will 
want to watch this case and file for re- 
fund should the Government’s conten- 
tion be defeated. x 


New decisions 





Self-incrimination privilege cannot be 
used to quash summons. The president 
of a corporation received a summons {0 
testify in the tax examination of. 
customer of the corporation. In a mo 
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tion to quash the summons, he cannot 
rely on the privilege against self-in- 
crimination. The privilege can be as- 
serted only in response to specific ques- 
tions. It was also contended that he was 
not physically able to appear. The court 
appointed an impartial physician to ex- 
amine him for this purpose. Burr, DC 
N. Y., 1/28/59. 


Prior Tax Court decision is res judicata. 
In 1954 the Tax Court held against tax- 
payer on the question of whether in- 
stallation of an elevator in his home was 
a deductible medical expense. No appeal 
was taken. This decision is now res 
judicata and prevents this suit in the 
district court on the identical issue, for 
the same year. Benesch, DC Md., 12/2/ 
58. 


IRS promises, attached by taxpayer to 
872, unenforceable though signed [Cer- 
tiorari denied]. Requested to sign a 
Form 872 extending the period for 
assessment, taxpayer added language by 
which the IRS promised to return books 
and records turned over by taxpayer to 
a revenue agent and also to make other 
papers available within five days after 
the signing of the Form 872. Taxpayer's 
action to force production of the docu- 
ments was dismissed; it was a_ suit 
against the U. S., which has not waived 
this case. 


its sovereign immunity in 


Laughlin, cert. den., 1/26/59. 


Bankruptcy trustee must file returns. 
Under the 1939 Code, here applicable, a 
bankruptcy trustee was required to file 
returns only if he were operating the 
business. The bankrupt here was a real 
estate corporation, and it was difficult to 
draw the line between operation and 
liquidation. Reversing the district court, 
this court finds a trustee in bankruptcy 
was operating the property while en- 
gaged in liquidation and must file re- 
turns and pay tax. [Under the 1954 Code 
a trustee must file whether or not he is 
operating the business.—Ed.] Sampsell, 
CA-9, 12/29/58. 


Waiwer Form 870, executed prior to 
deficiency notice, invalid [Old Law}. 
Taxpayer executed a Treasury Form 
870 (waiving restrictions on assessment) 
for the year 1946 and mailed it to the 


Commissioner. Two months later the 
Commissioner “assessed” additional 
taxes, but a statutory notice of de- 


ficiency was never issued. The Govern- 
ment brought this action to collect the 





unpaid 1946 tax. The district court fol- 
lowed decisions in the Ninth Circuit 
holding that a premature Form 870 is 
invalid. [1954 Code Section 6213(d) pro- 
vides that a waiver of restrictions on the 
assessment and collection of deficiencies 
is valid whether filed before or after the 
issue of a notice of deficiency.—Ed.] Not 
having made proper assessment, the Gov- 
ernment cannot bring suit. This decision 
is affirmed by the Ninth Circuit sitting 
en banc. Prior decisions of the court 
are adhered to despite contrary views of 
other circuits. Price, CA-9, 1/2/59. 


District court takes jurisdiction despite 
the Tax Court petition on different 
question for same year. Taxpayer estate 
brings this suit for a refund of addi- 
tional estate taxes assessed on disallow- 
ance of a claimed deduction for a chari- 
table contribution. After final disallow- 
of the the IRS 
second assessment based on reducing the 
State tax credit. The estate petitioned 
the Tax Court for redetermination. The 
question before the district court here 
is whether, in view of the petition to 


ance claim, made a 


the Tax Court, it has jurisdiction. Not- 
ing that there are few cases on the issue, 
it examines the statute and the intent 
of Congress and concludes that it has 
jurisdiction. The issue in the Tax Court 
is purely a matter of computation, 
though its outcome depends on the de- 
termination of whether the charitable 
deduction is allowable. The path the 
parties have chosen here is leading to a 
speedy determination and the court sees 
no reason to interpret the statute so 
broadly as to prohibit it. Gifford, DC 


NY, 12/9/58. 


Waiver of five-year limitation, later held 
inapplicable, not binding. The IRS pro- 
posed changes in taxpayer’s opening in- 
ventories and receivables after the three- 
year statute of limitations had run on 
the theory that the five-year statute of 
limitations applied because there was a 
25%, omission of gross income. While the 
matter was being negotiated, taxpayer 
executed a waiver extending time, but 
under the five-year limitation (Form 
872). The matter was finally compro- 
mised, and taxpayer executed a Form 
870-A in which taxpayer agreed to make 
Thereafter the Su- 
preme Court decided in Colony, 375 


no refund claim. 
U.S. 28, that an understatement of profit 
by an overstatement of cost is not an 
within the 
statute of 


omission of gross income 


meaning of the five-year 
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limitations, and taxpayer began this 
suit for refund. No opinion is reported, 
merely the conclusion — that 
neither the waiver of limitations nor the 
compromise forms estop taxpayer from 
bringing this refund suit. Jasper, DC 
Ky., 1/10/59. 


court’s 


Insurance beneficiary and co-owner of 
bonds not liable as transferee {Acquies- 
cence]. Under New York law, life insur- 
ance beneficiaries are not liable for in- 
come tax Claims against the insured. 
Under the recent Stern case, therefore, 
there is, in the absence of a pre-death 
lien, no Federal transferee _ liability. 
Similarly, a co-owner with decedent of 
U. S. Savings Bonds is not liable as 
transferee of the redemption value of 
the bonds. Schneider, 30 TC 929, acq. 
IRB 1959-5. 


Overstating costs does not extend statute 
of limitations. Certain of taxpayers’ 
years would be closed unless omission of 
25%, of gross income could be shown. 
The asserted that over- 
statement of the cost of real estate sold 
was an omission. The court held for the 
taxpayer, 


Commissioner 


citing the recent Supreme 
Court decision in The Colony, 375 U. S. 
28, in which it was held that an error 
in a reported cost was not an omission 
of gross income which extends the sta- 
tute, since the Commissioner was given 
notice of taxpayer’s treatment. Webb 
Estate, 30 TC No. 126, acq. IRB 1959-6. 


Basis reduction at sale by allowable de- 
pletion doesn’t open closed years. When 
taxpayer sold his oil properties in 1952, 
the Commissioner reduced the basis by 
the depletion that would have been al- 
lowable had taxpayer used percentage 
depletion, not cost, in some years. In a 
brief statement of fact and conclusion of 
law, this court holds that this was not a 
determination that qualified for the mi- 
tigation of limitations provisions of the 
Code, permitting an opening of the 
closed years to claim the increased de- 
pletion. No opinion is 

Granger, DC Calif., 12/16/58. 


reported. 


Stockholders liable as transferees for 
accrued corporate taxes. Stockholders, 
who received all of the assets of a corpo- 
ration as distributions in liquidation, are 
held liable as transferees for the unpaid 
corporate taxes accrued at the time of 
the liquidation, even though the taxes. 
were not determined until a later date.. 
Getsos, TCM 1959-7. 
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Supreme Court opinions open new era in 


state taxation of multistate business income 


W ITH THE Stockham Valve and North- 

States Cement cases, the 
Supreme Court has given (February 24, 
1959) to the states the right to tax the 
income of companies whose activities 
in their states have never previously 
been regarded as sufficient to support 
tax. In recent years the states, sorely 
pressed for revenue, have attempted to 
tax a portion of the income of out-of- 
state companies that did nothing in that 
state but make sales. This pressure was 


western 


seen in revisions of the sales portion of 
the three-factor or Massachusetts formula 
to assign sales to the state of destination 
rather than the state of the sales office 
and in the inclusion by the states in the 
tax base of income derived from inter- 
state as well as intrastate commerce. And 
resistance to this expansion resulted in 
a growing volume of litigation. 

Finally we have a clear-cut opinion 
by the Supreme Court. These decisions 
upholding the state’s right to levy a 
non-discriminatory fairly appor- 
tioned tax on interstate commerce were 
hailed by state tax officials as permitting 
greatly increased revenue. Tax practi- 
foresee, at the least, a long 
period of new state legislation attempt- 
ing to take full advantage of this posi- 
tion, followed by litigation testing out- 
its limits. 


and 


tioners 


Three later cases 

A week after these two decisions the 
Court decided the Brown-Forman case 
(March 2, 1959), which firmly laid to 
rest any question of whether the amount 
of activity in a state could affect its right 
to collect tax. In a brief, unsigned opin- 
ion the Court in effect established that 
the extent of the activity of the taxpayer 
in the taxing state is of no importance 
in deciding whether a tax is a burden 
on interstate commerce. Brown-Forman 
has sent “missionary men” into Louisiana 
to take wholesale orders, set up displays, 
etc., which it contended was not suffi- 
cient activity to warrant taxing inter- 


state commerce by the state of Louisiana. 

In another decision (ET & WCN 
Transportation Co.) on March 2, the 
Court upheld the right of North Caro- 
lina to tax a trucking company which 
operates only to freight terminals in the 
State. 

However, in another state tax action, 
the court denied certiorari and thus left 
standing a Florida Supreme Court de- 
cision that the City of Tallahassee could 
not tax salesmen sent across state lines to 
do photographic work. This action being 
a denial of certiorari, one can only 
speculate on the Court’s reason for what 
is undoubtedly only the first of a long 
series of cases marking out the limits of 
the new rule adopted in the Stockham 
Valves and Northwestern States cases. 

Time does not permit extensive an- 
alysis of these March 2 decisions, though 
in general they are not inconsonant with 
the February 24 decisions, which are 
commented upon below. 

It will probably be some time before 
it becomes clear whether there is any 
real possibility of action by Congress, or 
chance that the states themselves will 
adopt uniform legislation to avoid the 
most feared consequence of this new 
widening of state powers: the likelihood 
that multistate business will be taxed on 
more than 100% of income because of 
inconsistent allocation formulas used by 
the various states. 

The importance and difficulty of the 
problem is acknowledged by the ma- 
jority opinion, in the February 24th 
cases, which began, “Commerce between 
the states having grown up like Topsy, 
the Congress meanwhile not having 
undertaken to regulate taxation of it, 
and the states having understandably 
persisted in their efforts to get some re- 
turn for the substantial benefits they 
have afforded it, there is little wonder 
that there has been no end of cases test- 
ing out state tax levies. The resulting 
judicial application of constitutional 
principles to specific state statutes leaves 


much room for controversy and confu- 
sion and little in the way of precise 
guides to the states in the exercise of 
their indispensable power of taxation.” 

The opinion then reviewed the land- 
mark cases in the area and summed up 
its interpretation of them with a quota- 
tion from West Publishing, 328 U. §. 
823. “It is settled by decisions of the 
United States Supreme Court that a tax 
on net income from interstate com- 
merce as distinguished from a tax on 
the privilege of engaging in interstate 
commerce does not conflict with the 
commerce clause.” 

Applying this principle to the Minne- 
sota and Georgia taxes before it, the 
majority of the court said, “We believe 
that the rationale of these cases controls 
the issues here. The taxes are not regu- 
lations in any seifse of that term. Ad- 
mittedly they do not discriminate against 
nor subject either corporation to an un- 
due burden . it is axiomatic that 
the founders did not intend to immunize 
such [interstate] commerce from carry- 
ing its fair share of the costs of the state 
government in return for the benefits it 
derives from within the state. As was 
said in Minnesota Mining & Mfg. Co., 
311 U. S. 452 (1940), ‘it is too late in the 
day to find offense to that commerce 
clause because a state tax is imposed on 
corporate net income of an interstate 
enterprise which ‘is attributable to earn- 
ing within the taxing state... .’” 


Multiple burdens not issue here 


“While the economic wisdom of state 
net income taxes is one of state policy 
not for our decision,” the opinion con- 
tinued, “one of the ‘realities’ raised by 
the parties is the possibility of a multiple 
burden resulting from the exactions in 
question. The answer is that none is 
shown to exist here. This is not an un- 
apportioned tax which by its very nature 
makes interstate commerce bear more 
than its fair share. Logically it is im- 
possible, when the tax is fairly appor- 
tioned, to have the same income taxed 
twice. In practical operation, however, 
apportionment formulas being what they 
are, the possibility of the contrary is 
not foreclosed, especially by levies in 
domiciliary states. But that question is 
not before us. 

“Nor will the argument that the 
exactions contravene the Due Process 


Clause bear scrutiny. The taxes imposed 
are levied only on that portion of the 
taxpayer’s net income which arises from 
its activities within the taxing state. 
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These activities form a sufficient ’nexus 
between such a tax and _ transactions 
within a state for which the tax is an 
exaction.’ It strains reality to say, in 
terms of our decisions, that each of the 
corporations here was not sufficiently in- 
volved in local events to forge ‘some 
definite link, some minimum connection’ 
sufficient to satisfy due process require- 
ments. The record is without conflict 
that both corporations engage in sub- 
stantial income-producing activity in the 
taxing states.” 


Justice Harlan concurs 

After reviewing the Supreme Court 
decisions in the past on this issue, 
Justice Harlan concluded: “that West 
squarely governs the two cases now be- 
fore us [the court].” 

“It is said,” he continued, “that the 
taxes presently at issue were laid on in- 
come from interstate commerce because 
of its source. If this were so, I should, 
of course, vote to strike down their ap- 
plication here as unconstitutionalhy.dis- 
criminatory against interstate comnierce. 
But this seems to me plainly not ‘such 
a case. As the opinion of the Court 
demonstrates, the Minnesota and 
Georgia taxes are each part of a gen- 
eral scheme of state income taxation, 
reaching all individual, corporate and 
other net income. The taxing structures 
are not sought to be applied to portions 
of the net income of Northwestern and 
Stockham because of the source of that 
income—interstate commerce—but rather 
despite that source. The thrust of these 
statutes is not hostile discrimination 
against interstate commerce, but rather 
a seeking of some compensation for fa- 
cilities and benefits afforded by the tax- 
ing states to income-producing activities 
therein, whether those activities be al- 
together local or in furtherance of inter- 
state commerce. This Court has con- 
sistently upheld state net income taxes 
of general application so applied as to 
reach that portion of the profits of 
interstate business enterprises fairly allo- 
cable to activities within the state’s 
borders. We do no more today.” 


The shar p dissent 


Justice Whittaker wrote the dissent- 
ing opinion, with which Justices Frank- 
furter and Stewart joined [these three 
Justices also dissented in the ET & 
WCN case]. Speaking of the Minnesota 
and Georgia statutes, they said that, 
“There is no room to doubt that the 
statutes involved were designed to tax 
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THE FACTS IN THE STOCKHAM VALVES AND 
NORTHWESTERN STATES CASES 


THE MAJORITY OPINION summarized 
the activities of the taxpayers and 
the state laws it upheld in these 
words: “Northwestern States Portland 
Cement Company is an Iowa corpo- 
ration engaged in the manufacture 
and sale of cement at its plant in 
Mason City, Iowa, some forty miles 
from the Minnesota border. The tax 
was levied . . . [by Minnesota] upon 
the taxable net income of . . . ‘do- 
mestic and foreign corporations 
whose business within this state dur- 
ing the taxable year consists exclu- 
sively of foreign commerce, interstate 
commerce, or both.’ Minnesota has 
utilized three ratios in determining 
the portion of net income taxable 
under its law. The first is that of the 
taxpayer's sales assignable to Minne- 
sota . . . to its total apies .. .; the 
second, that of the taxpayer's total 
tangible property in Minnesota 

to its total tangible property. 

The third is the taxpayer’s total pay- 
roll in Minnesota . . . to its total pay- 
roll . . . [the company] takes no 
issue with the fairness of this formula 
nor of the accuracy of its application 
here. 

“The company’s activities in Min- 
nesota consisted of a regular and 
systematic course of solicitation of 
orders for the sale of its products, 
each order being subject to accept- 
ance, filling and delivery by it from 
its plant at Mason City. For efficient 
handling of its activity in that state 
[it] maintained in Minneapolis a 
leased sales office equipped with its 
own furniture and fixtures and under 
the supervision of an employee-sales- 
man known as “district manager.” 
Two salesmen, including this district 
manager, and a secretary occupied 
this three-room office. Two additional 
salesmen used it as a_ clearing 
house. 

“{It] maintained no bank account 
in Minnesota, owned no real estate 
there, and warehoused no merchan- 
dise in the State. All sales were made 
on a delivered price fixed by [the 
company] in Mason City and ‘no 
pick ups’ were permitted at its plant 


there. The salesmen, however, were 
authorized to quote Minnesota cus- 
tomers a delivered price. Orders re- 
ceived by the salesmen or at the 
Minneapolis office were transmitted 
daily to appellant in Mason City, 
were approved there, and acknowl- 
edged directly to the purchaser with 
copies to the salesman. 

“Stockham Valves & Fittings, Inc., 
is a Delaware Corporation with its 
principal office and plant in Birming- 
ham, Alabama. It manufactures and 
sells valves and pipe fittings through 
established local wholesalers and 
jobbers. . . . The corporation main- 
tained no warehouse or storage facili- 
ties in Georgia. It did maintain a 
sales-service office in Atlanta, which 
served five states. This office was head- 
quarters for one salesman who de- 
voted about one-third of his time to 
solicitation of orders in Georgia. He 
was paid on a salary plus commission 
basis while a full-time woman secre- 
tary employed there received a regu- 
lar salary only. [Its] salesman 
carried on the usual sales activities, 
including regular solicitation, receipt 
and forwarding of orders to the 
Birmingham office and the promotion 
of business and good will for re- 
spondent. Orders were taken by him, 
as well as the sales-service office, sub- 
ject to approval of the home office 
and were shipped from Birmingham 
direct to the customer on an ‘f. o. b. 
warehouse’ basis. Other than office 
equipment, supplies, advertising lit- 
erature and the like, respondent had 
no property in Georgia, deposited no 
funds there and stored no merchan- 
dise in the state. 

“Georgia levies a tax on net in- 
comes ‘received by every corporation 
foreign or domestic, owning property 
or doing business in the state.’ The 
Act defines the latter as including 
‘any activities or transactions’ carried 
on within the state ‘for the purpose 
of financial profit or gain’ regardless 
of its connections with interstate com- 
merce. To apportion net income, a 3- 
factor ratio based on inventory, wages 
and gross receipts is used.” 
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income derived ‘exclusively [from] inter- 
state commerce’; and that the taxes in 
laid directly on that 
interstate commerce. Yet, I believe, the 
Court does not squarely face them, but 
veiledly treats the cases as though intra- 
state commerce were to some extent in- 
volved. We do not have a situation 
where a taxpayer was doing both intra- 
and interstate commerce within 
the taxing state, thus to invoke applica- 
tion of the state’s apportionment statute 
in order to determine how much of the 
total income of the taxpayer had de- 
rived from intrastate commerce in the 
taxing state, and was, therefore, subject 
to its taxing power. Instead we have 
here only interstate commerce, which the 
states are prohibited from regulating, 


question were 


State 


by direct taxation or otherwise, by the 
Commerce Clause of the Constitution.” 
The dissenting opinion then analyzed 
the Court’s previous decisions and con- 
cluded, **. . . none of the cases relied on 
by the Court supports its holding ‘that 
net income from the interstate opera- 
tions of a foreign corporation may be 
subjected to state taxation provided the 
levy is not discriminatory and is prop- 
erly apportioned to local activities with- 
. The fact that 
such taxes may be fairly or ‘properly ap- 


in the taxing state. 


portioned’ is without legal consequence, 
for “The constitutional infirmity of such 
a tax persists no matter how fairly it is 
apportioned to business done within the 
state.’ ”’ 


Frankfurter’s separate dissent 


Justice Frankfurter not only joined 
in the opinion written by Jusitce Whit- 
taker; he wrote a separate one of his 
own. “[T]oday’s decision,” he said, “can- 
not rest on the basis of adjudicated 
precedents. This does not bar the mak- 
ing of a new precedent. It is one thing, 
howevert, to recognize the taxing power 
of the states in relation to purely inter- 
state activities and quite another thing 
to say that that power has already been 
established by the decisions of this Court. 
broken, the 
ground must be justified and not treated 


If new ground is to be 


as though it were old ground. 
“I am assuming, of course,” Justice 
“that 


today’s decision will stimulate, if indeed 


Frankfurter wrote in his dissent, 


it does not compel, every state of the 
Union which has not already done so to 
devise a formula of apportionment to 
tax the income of enterprises carrying 
on exclusively interstate commerce. As 
interstate will be 


a result, commerce 
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burdened not hypothetically, but prac- 
tically, and we have been admonished 
again and again that taxation is a prac- 
tical matter. 

“It will not, I believe, be gain-said that 
there are thousands of relatively small 
or moderate sized corporations doing 
exclusively interstate business 
over several states. To subject these 
corporations to a separate income tax in 
each of these states means that they will 
have to keep books, make returns, store 
records and engage legal counsel, all to 
meet the divers and variegated tax laws 
of 49 states, with their different times 
for filing returns, different tax structures, 
different modes for determining ‘net in- 
come’ and different, often conflicting, 
formulas of apportionment. This will 
involve large increases in bookkeeping, 
accounting and legal paraphernalia to 
meet these new demands. The cost of 


spread 


such a far-flung scheme for complying 
with the taxing requirements of the 
different states may well exceed 
burden of the taxes themselves, 
cially in the case of small companies 
doing a small volume of business in 
several states. 


the 
espe- 


“The extensive litigation in this Court 
which has challenged formulas of ap- 
portionment in the case of railroads and 
express companies—challenges addressed 
to the natural temptation of the states 
to absorb more than their fair share of 
interstate revenue—will be multiplied 
many times when such formulas are ap- 
plied to the infinitely larger number of 
other businesses which are engaged in 
exclusively interstate commerce.” 

“These considerations,” Justice Frank- 
“do not at all 
to the conclusion that the vast amount 
of business carried on throughout all 


furter continued, lead 


the states as part of what is exclusively 
interstate commerce should not be made 
to contribute to the cost of maintain- 
ing state governments. The question is 
whether the answer to this problem 
rests with this Court or with Congress. 


Problem for Congress 


“IT am not unmindful of the extent 
to which Federal taxes absorb the tax- 
able resources of the nation, while at 
the same time the fiscal demands of the 
the 


ditions present far-reaching problems of 


states are on increase. These con- 
accommodating Federal-state fiscal pol- 
icy. But a determination of who is to 
get how much out of the common fund 
can hardly be made wisely and smooth- 


ly through the adjudicatory process. In 


fact, relying on the courts to solve these 
problems only aggravates the difficulties 
and retards proper legislative solution, 

“The problem calls for solution by 
devising a congressional policy. Congress 
alone can provide for a full and thor. 
ough canvassing of the multitudinous 
and intricate factors which compose the 
problem of the taxing freedom of the 
states and the needed limits on such 
state taxing powers. Congressional com- 
mittees can make studies and give the 
claims of the individual states adequate 
hearing before the ultimate legislative 
formulation of policy is made by the 
representatives of all the states. The 
solution to these problems ought not 
to rest on the self-serving determination 
of the states of what they are entitled to 
out of the nation’s resources. Congress 
alone can formflate policies founded 
upon economic realities, perhaps to be 
applied to the myriad situations in- 
volved by a properly constituted and 
duly informed administrative agency.” 


Economist deplores trend 

With the judicial barrier to widened 
state taxation now down, attention will 
be focused on other secur- 
ing equitable rates by the states and 
forestalling the dire consequences seen 
by the dissenters on the Court. Tax men 
concerned with the taxes of multistate 
businesses were~not taken unaware by 
these decisions. 

Considerable thought and study has 
already given to the 
A group of industries and trade associa- 
tions made a grant to aid Paul Studen- 
ski, Professor Emeritus of Economics at 
New York University, study the eco- 
effect of state 
corporations which merely solicit orders 


means of 


been problem. 


nomic income tax on 
in the state and ship goods into it. A 
report on his findings published in the 
November- 
“From an 
the appli- 
cation of corporate income taxes by 


Harvard Business Review, 
1958, 


economic point of view 


December concluded, 


states to firms which merely solicit busi- 
ness in the state, whether through a 
local office, a resident salesman operat- 
ing 


traveling salesmen, is unwise. The rea- 


from his home, or non-resident 
sons are as follows: 

“Il. Where an out-of-state company’s 
activities are confined to solicitation, its 
contact with the state is too remote and 
its receipt of benefits from the state, if 


any, are too inconsequential to consider 
it an integral part of that state’s econ- 
omy and to justify, on any principle of 
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equity, any levy as direct and persuasive 
as the net income tax. 

“2. Companies that are extensively 
engaged in interstate commerce will 
have to file annual returns and pay in- 
come taxes to a multitude of states in 
which they conduct very little business. 
This will increase the difficulties of com- 
pliance because of the different methods 
used by the states in imposing these 
taxes and in allocating income under 
them. It will compel many corporations, 
especially of small and medium size. to 
restrict their sales to a few states, with 
the result that interstate commerce will 
be impeded and the efficiency of the na- 
tional economy will be lowered. 

“3. The possibilities of double and 
multiple taxation of companies on the 
same net income will be greatly in- 
creased. Thus, that degree of relative 
equitableness which it has taken the 


states many years to achieve will be 
destroyed. 
“4. Levying income taxes on such 


companies represents the taxing by some 
states of income produced by the capital 
and labor employed in other states with 
the aid of the services rendered by these 
This 


and 


other states. constitutes an un- 


controlled often wholly unwar- 


ranted redistribution of tax resources 
not calculated to produce any discern- 
ible national advantage. 

“5. Finally, the administration of 
these taxes will be much more difficult 
and arbitrary, and will necessarily result 
in a considerable amount of evasion and 
litigation.” 

Mr. Studenski noted that the Stock- 
ham and States 
pending in the Supreme 
Court at the time he wrote and uttered 
the hope that, “The Supreme Court will 
find the mere solicitation of orders in a 


Valves Northwestern 


cases were 


state an insufficient basis for imposing a 
state corporate income tax. ... No mat- 
ter how the Supreme Court decides the 
constitutional issues involved, economic 
considerations make Congressional inter- 
vention . . . absolutely necessary. 

“Finally, it is to be hoped that Con- 
gress will bar the unwise and nationally 
harmful extension of state corporation 
income domain of 
interstate commerce. These bars must be 
specific enough to allow the states legiti- 
mate latitude in shaping their business 
circumstances. 

“Exactly 


taxation into the 


such Federal 
legislation should take is a question that 
cannot be answered without a broad and 
competent study of all the issues and 


what form 


facts involved. Congress alone can make 
such a study, and it should organize one 
soon.” 

Mr. Studenski in discussing the then 
pending Stockham North- 
western States cases, commented that 
the decisions, if definitive, would have 
momentous results. In the short time 
since the decisions were announced, only 
the barest outlines of the results have 
begun to emerge. States which had al- 
ready passed laws similar to those of 
Georgia and Minnesota will press for- 
ward with their enforcement, severely 
curtailed heretofore by litigation. As the 


Valve and 


economic effects of widespread taxation 
along these lines develops, and the ex- 
tent of the control the courts will retain 
over allocation formulas becomes clear, 
there will undoubtedly be built up 
strong pressures for and against Federal 
legisluation. 
Meantime, the them- 


selves may well be receptive to adopt- 


several states 


ing uniform legislation on allocation 
of income. Truly, the state taxation of 
income of multistate businesses is enter- 


ing upon a new era. 


State official’s view 


invited from 


Fred L.. Cox, of the Georgia Department 


Your editors comment 
of Revenue, who has previously, as the 
Stockham case moved through the courts, 
commented on the questions involved. 
He says, “The decision in the Stockham 
Valves case is a confirmation of what 
I already believed to be good law. It 
thoroughly explodes the fallacious argu- 
ment that Roy Stone and Miller Brothers 
decisions were the last words ‘as to the 
general non-taxability of interstate busi- 
ness, regardless of the guise of the tax.’ 
No longer can it be said that ‘the efficacy 
attributed to the West Publishing case’ 
by tax administrators ‘has been thor- 
oughly dissipated as it must be consid- 
ered limited to its particular facts.’ 
Neither can it longer be said that the 
dictum in Memphis Natural Gas Com- 
pany was repudiated by footnote 6 of 
the Spector decision. 

“TI believe the decision in Stockham 
conserves to the states, so far as a tax 
on net income is concerned, the original 
intent of the 10th Amendment to the 
Federal Constitution. If the state tax is 
imposed directly on net income from 
interstate commerce, as distinguished 
from a tax on the privilege of engaging 
in interstate commerce, it is without the 
purview of Federal powers to interefere 


with state prerogatives. The incidence of 
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net income is a proper constitutional 
channel for the imposition of a state 
tax. 

“The Stockham decision reafirms with 
emphasis the principle enunciated 40 
years ago in the U. S. Glue Company 
case, that a state has the inherent right 
to impose a non-discriminatory tax on 
net income from interstate commerce. 
A state is barred from imposing a tax 
measured by net income where the inci- 
dence or subject of the tax relates to 
the regulation oi the commerce. But a 
direct tax on net income is non-regula- 
tory, has nothing to do with regulating 
commerce and in no way impedes the 
flow of commerce among the states. The 
State’s power to impose such a tax is 
absolute and supreme. The incidence of 
the tax provides the answer as to 
whether the tax stands or falls when at- 
tacked on Federal Constitutional 
grounds. 

“As to due process, the Stockham de- 
cision holds that taxpayer’s argument 
that the tax contravenes the Due Process 
Clause does not bear scrutiny. The taxes 
imposed were levied only on that por- 
tion of Stockham’s net income attribut- 
able to activities within Georgia. Such 
activities formed a sufficient nexus to 
satisfy due process. 

“As to both the Commerce Clause and 
the Due Process Clause, the decision 
held that Georgia possessed the power to 
impose the tax, and the income on 
which the tax was levied was reasonably 
attributable to activities within Georgia. 
The income itself supported jurisdiction. 
The source of the income, the fact of 
its capture and the lawful protection 
afforded by the state during the process 
were material considerations which re- 
fused to be negated by the Commerce 
and Due Process Clauses. 

“The validity of a tax on net income 
does not depend upon the location of 
a commercial or statutory domicile nor 
the presence of corporate officers, but on 
the place where the activities are per- 
formed which produce the income on 
which the tax is imposed. This recog- 
nizes the state’s right to tax net profit 
realized from the exploitation of state’s 
market. 

“Stockham was admittedly a_ peri- 
meter case as to facts. The decision clear- 
ly points to the state’s power to tax ex- 
clusively interstate income where a 
proper incidence is selected and its scope 
makes the more urgent a uniform basis 
of allocating and apportioning multi- 


state income.” w 
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The timber owner and his tax 


expert plan to ensure capital gains 


by CHARLES W. BRIGGS 


Capital gain on the cutting of timber is so important to the landowner that he, 


more than most businessmen, must be sure that every step he takes is in accord with 


the Code, the decided cases and, if he wishes to avoid controversy, the IRS position. 


Mr. Briggs, who says he has never since boyhood been out of earshot of the whine 


of the sawmill, here draws upon his long and intimate experience with timber 


taxation and speaks as Mr. Expert counseling a latter-day Paul Bunyan. 


| Bs us suppose that Paul Bunyan 
drives in to see his tax expert. He 
is no longer a mere lumberjack; he no 
longer uses an ox. He has a high-pow- 
ered modern truck and some high-pow- 
ered modern problems. He has been ly- 
ing awake thinking about taxes and his 
timber. He is aware that he can realize 
capital gain on timber cutting and is 
coming into town to talk to his tax man 
about how to be sure of capital gain. 

The tax expert knows it was Section 
117(k), (now Section 631), added to the 
Code by the Revenue Act of 1943, that 
gave capital gain and loss treatment to 
the cutting of timber and to the sale of 
timber under a cutting contract. Now 
an owner cutting his own timber has 
capital gain equal to the difference be- 
tween his basis and the market value of 
the timber. An owner disposing of his 
timber under a cutting contract treats 
the payments or royalties he receives as 
capital gain. 

Under prior law, an owner who liqui- 
dated his investment in timber by an 
outright sale had been accorded capital- 
gain treatment. If the sale was made on 
the installment basis, the 
would be treated as capital. Section 117 
(k) was added to the Code because it was 
thought that an owner who cuts his own 
timber should also be allowed capital 
gain and that an owner who disposed of 
his timber under a contract whereby he 
retained an interest should 
likewise be given capital gain on the 
payments or royalties he received. 


payments 


economic 


Furthermore, Congress was aware that 
timber growing requires a long-term in- 
vestment and is faced with many haz- 
ards. The realization from the 
ments is long deferred. Increments in 
value of timber accruing over long peri- 
ods of time should not be concentrated 
in one taxable year of realization and 
taxed at income tax rates. 

Bunyan has a lot of questions and 
begins: “I have some timber that cost 
me $10 per M. I got it more than six 
months prior to January 1959. On Jan- 
uary 1, 1959, the timber was worth $30. 
Suppose I cut it in 1959, what happens 
between the tax collector and me?” 

Mr. Expert explains that the cutting 
has the effect of transferring the trees 
from Paul to himself at a price of $30. 
aul has a capital gain of $20, just as 
though he had made a sale of the tim- 
ber to someone else. Thereafter that 
$30, as a new cost figure for all purposes 
in his operations and accounting, is 
treated just as though he had paid some- 
one else that figure for the timber. If, 
instead of $30, the market value of the 
timber at January 1, 1959, was only $5, 
he would have a loss of $5. 

Mr. Expert tells Paul, that if instead 
of owning his own timber at a $10 cost 
basis, he had a “contract right to cut” 
timber from somebody else’s land upon 
paying $10 per M, then the result would 
be the same. Under Section 631(a) a 
“contract right to cut” must embrace a 
“proprietary interest in the timber” 
which is cut by the taxpayer. He must 


invest- 


have a right to cut timber for sale on 
his own account or use it in his busi. 
ness. Compare Helga Carlem, 220 F.24 
338. It is said in Rev. Rul. 58-395 that 
the taxpayer must have an unrestricted 
right to sell the logs or use them in his 
business. The following language in the 
ruling has become highly controversial: 
“If the circumstances are such that the 
grantor in fact takes for his own use or 
for sale on his own account substantially 
all of the logs cut, whether or not in 
the exercise of a right in the form of an 
option to purchase, the taxpayer-grantee 
will not be deemed to have an unre. 
stricted right to sell the logs or to use 
them in his trade or business.” 


The word “cut” 


Mr. Expert, of course, explains that 
there is an arbitrary definition of the 
word “cut” as used in Section 631.1 This 
definition in the Regulations is: “. . 
timber shall be considered cut at the 
time when in the ordinary course of 
business the quantity of timber felled is 
first definitely determined.” This is, as 
you well understand, an arbitrary rule 
of convenience. Because, often and in 
many locations, timber cannot be meas- 
ured in the woods as it is severed, the 
market value of timber must be deter- 
mined as of the first day of the taxable 
year of log measurement at the loading 
dock, the log yard, or both, and not as 
of the first day of the year in which 
actual severance takes place. Thus, there 
might be an interval of a year or two, 
and perhaps more, between the time 
when physical cutting takes place in the 
woods and the fictitious cutting at the 
time of definite measurement. 


Cutting contract 


Now suppose Bunyan doesn’t want to 
cut his own timber or have some logger 
do the cutting for him, but prefers to 
dispose of his timber outright to some- 
one else and pay a tax of only 25% on 
the profit. “Can I do this?” asks Mr. 
Bunyan. 

This really is where Mr. Expert comes 
in handy because there is a straight and 
narrow path to be followed here. 

“Yes,” says our expert. “You can, but 
you had better stay close to me while 
you are trying to do it. You can’t watch 
TV and get the idea at the same time. 

“Here is how the deal works: I as 


sume you have owned your timber for 
six months. You then may get capital 
gain and loss treatment under Section 
631(b) if you dispose of it under a con- 
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tract by virtue of which you retain an 
economic interest in the timber. The 
stock example of such a disposal is a 
cutting contract under which you are to 
receive, say $30 per M, as the timber is 
cut. Hf your cost is $10 per M, then you 
pay a capital gain tax ot 25% on $20 
per .M. This difference is treated as 
though it were a gain upon the sale of 
timber. The market value of the timber 
is of no concern to you taxwise in a 
Section 631(b) transaction. 

“Under the statute and the Regula- 
tions, the date of disposal is deemed to 
be the date of cutting, rather than the 
date the contract of disposal was made. 
Furthermore, if an advance payment is 
made on timber to be cut, the taxpayer 
may elect to treat the date of the pay- 
ment as the date of disposal.” 

Mr. Expert goes on to say that there 
has been confusion and _ uncertainty 
about the economic interest that must be 
retained by the owner under such a con- 
tract. He explains that the essence of 
such an economic interest is that Paul 
must derive his pay out of the severance 
of the timber. 


Economic interest 


About this time Paul begins to look 
out of the window. Mr. Expert persists: 
“Let me read you the proposed Regula- 
tion on this subject:3 ‘An economic in- 
terest is possessed in every case in which 
the taxpayer has acquired by investment 
or otherwise a capital interest in 
standing timber and secures by any form 
of legal relationship income derived 
from the severance or sale of ... the 
timber to which he must look for a re- 
turn of his capital. But a person who 
has no capital interest in . Standing 
timber does not possess an economic in- 
terest merely because through a con- 
tractual relation he possesses a mere 
economic or pecuniary advantage de- 
rived from production. Thus, an agree- 
ment between the owner of an economic 
interest and another entitling the latter 
to purchase or process the product upon 
production or entitling the latter to 
compensation for extraction or cutting 
does not convey a depletable economic 
interest. Further, depletion deductions 
with respect to an economic interest of 
a corporation are allowed to the corpo- 
ration and not to its shareholders.’ ” 


‘See Proposed Regulations, Section 1.631-1 (a) 
(2); Section 1.631-2(b) (2). 

: Proposed Regulations, Section 1.631-2(b) (1). 
‘ 1954 Proposed Regulations, Section 1.611-1(b). 
* 1954 Regulations, Section 1.631-2(e) (1). 
° Rev. Rul. 57-90, 1957-10 IRB 9. Ah Pah Red- 
wood Co., 251 F.2d 163, 166. 1954 Regulations, 
Section 1-631-1(d) (4). 
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He emphasizes to Paul that, unless. the 
payments he receives under the cutting 
contract are referable or attributable to 
the cutting of timber existing or to be 
grown upon the land, they are not en- 
titled to capital-gain treatment but are 
subject to income tax rates. 

Paul says: “Now put that in as simple 
English as you can.” 

The expert does. “Let me say this: if 
you want to be on the safe side in re- 
taining an economic interest in the tim- 
ber so that you will qualify for capital- 
gain and loss treatment under Section 
631(b), you had better stick pretty close- 
ly to one of the following methods of 
getting payment under your contract of 
sale: 

1. So much in dollars per M as the 
stumpage is cut; 

2. So much in quantity or a percen- 
tage out of the production from the 
stumpage disposed of; or 

3. So much in dollars or a percentage 
out of the gross proceeds of the sale of 
the products of the stumpage received 
by your transferee. 

“You may say: “This is an arbitrary 
concept of economic interest.’ So it is. 
Don’t fool with it. 

“And,” the expert continues, “a con- 
tract covering timber to be grown falls 
under Section 631(b) if it otherwise 
qualifies.” 

Paul says: “I think I see that, but 
there would necessarily be considerable 
supervision and accounting on my part 
under such an arrangement. I wouldn’t 
have much time for fishing. I have heard 
of some landowners who lease out their 
timberlands for Now, 
suppose I lease a tract of land to the 
Eureka Company for a term of 50 years. 


a fixed rental. 


Under the lease Eureka would pay me 
$X per acre per month or year, in all 
events. Eureka would be given the right 
to remove timber existing and to be 
grown. What about that?” 


Long-term leases 


Mr. Expert is now really getting 
warmed up. Says he: “You would not 
be entitled to capital-gain and loss treat- 
ment in respect of your rental payments; 
they would fall into your ordinary in- 
come. Why? Because they are not refer- 
able or attributable to the cutting of 
timber. You get these payments whether 
any timber is cut or not. Remember, 
Paul, the very essence of the economic 
interest which you must retain is that 
you must derive your pay out of the 
severance or sale of the timber or the 
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products thereof by Eureka. If you are 
to derive your payments from the sev- 
erance or sales, in my judgment, it is 
immaterial that the contract covers tim- 
ber yet to be grown.” 

Since Mr. Expert really wants to earn 
his money, he volunteers this: “In deals 
of this kind, Paul, you must always re- 
member that the Eureka Company, your 
lessee, will be thinking about how it is 
going to get off with the Revenue Ser- 
vice. The Service now maintains that, 
in the case of a long term lease, such as 
the one we are talking about, involving 
future growth of timber, all payments 
by Eureka as lessee must be capitalized 
by it and added to the cost of the tim- 
ber. These would include rental pay- 
ments, ad valorem taxes, fire protection 
assessments and other payments made 
by Eureka on behalf of you as landown- 
er. The contention is that these are pay- 
ments for future growth, and not for the 
use of the land.’’4 

“This is debatable; it can be strongly 
argued that such payments should be 
deductible as business expenses. The 
point is now before the Court of Claims, 
Union Bag-Camp Paper Corp., Docket 
386-58. 


Outright lump-sum sales 


Paul ventures another plan. “Suppose 
I just dispose of my timber by tracts in 
outright lump sum sales and report my 
capital gain. What do you say about 
that?” 

“Well,” says Mr. Expert, “You have 
raised a crucial question and a distinc- 
tion must be carefully observed. In the 
case you have just put, if you make very 
many successive outright sales of timber, 
the Revenue Service will say you were 
not entitled to capital-gain and _ loss 
treatment of the payments you received 
under Section 631(b). It would say that 
these payments are subject to income 
taxes. The Service would probably say: 
‘This case falls within Section 1221 of 
the Revenue Code which denies capital- 
gain and loss treatment in respect of 
sales of property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or busi- 
ness.’ Let me say, however, that under 
Section 631(b) it is immaterial whether 
you so hold your timber for sale to cus- 
tomers.’”> 


“But,” says Paul, “how am I to know 
whether I am holding my timber for sale 
to customers or not?” 

“Well,” says Mr. Expert, “the authori- 
is no decisive test to 


ties hold there 
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Macartney, St. Paul, Minnesota. This 
article is adapted from his talk before 
the Twelfth Annual Federal Tax Clinic 
of the University of Alabama at Tusca- 
loosa last winter.] 





determine this. The solution must de- 
pend upon all the facts and their rela- 
tive importance.” 

The following facts are to be taken 
into consideration. 

1. The purpose for which the prop- 
erty was acquired, whether for sale or 
investment. 

2. The number, continuity and fre- 
quency of sales, as opposed to isolated 
transactions. 

3. The activity. of the seller, or of 
those acting under his instructions or 
on his behalf, with reference to the sales. 

4. The extent or substantiality of the 
transactions. 

5. Any other facts tending to indicate 
that sales or transactions were in fur- 
therance of an occupation of the tax- 
payer. 

The most important test is whether 
the sales are frequent and continuous 
or isolated and casual. Another impor- 
tant test is whether the elements of de- 
velopment and substantial sales activity 
are lacking and the taxpayer merely ac- 
cepts offers from unsolicited purchasers. 

The manner in which the property 
was acquired or the fact that it was not 
originally acquired for resale or sub- 
division is not of great importance. The 
decisive question is what was the rela- 
tionship of the sales to taxpayer’s busi- 
ness at the time they were made? The 
taxpayer may be engaged in the busi- 
ness of selling property, even though 
that is not his only or principal busi- 
ness. 

The timber owner is running a big 
risk here if he undertakes to dispose of 
his timber in continuous transactions, 
but does not comply strictly with the re- 
quirements of Section 631(b). This risk 
lies in the failure of the timber owner 
to retain an economic interest in the 
timber disposed of. 

A very fine distinction is being drawn 
here, but it must be observed; tax dol- 
lars are at stake. 


Treetops, slabs and stumps 


A common concern of many timber 
owners and operators is the treatment of 
proceeds from the sale of treetops, slabs 
and stumps. Suppose Paul Bunyan, after 
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cutting his trees, leaves the tops in the 
woods and also accumulates a pile of 
slabs at his sawmill. Remember now that 
he has, under Section 631(a), in effect 
sold the trees, the cost or base of which 
is $10 per M, to himself for $30 per M 
when he cut them. He has a capital gain 
of $20. That is the total capital gain 
from roots to leaves. The reckoning of 
this gain is not postponed to the proc- 
essing of the tree. Paul may wait a long 
time to make commercial use of the con- 
tents or products of the trees, but what- 
ever he gets for products of the trees 
over his $30 “cost” goes into his gross 
income. He cannot take a capital gain 
on the proceeds received from the tops 
or slabs or for any other product of the 
tree. I have recently noticed many cases 
like this. 

It is conceivable that, if Paul could, 
as a practical matter, allocate a part of 
the cost basis of the tree to tops and 
part to slabs, he could take a capital gain 
on them separately when the tree is cut. 
That would present a real jig-saw puz- 
zle in measurement and valuation. 

Now I am going to consider a few 
pieces in that puzzle. In the case of 
slabs, part of the cost or tax basis for 
the whole tree would have to be allo- 
cated to the estimated slab content of 
the tree still in the woods, before the 
tree is cut. Then the market value of 
the slab content of the tree in the woods 
would have to be fixed. The difference 
between this allocated basis and _ this 
market value of the slab content would 
be the only subject of capital-gain and 
loss treatment in respect of the slabs. 
What the slabs are worth after the logs 
from the tree are processed has nothing 
to do with the case. The market value 
of the slabs in the tree in the woods 
would be a cost deductible from gross 
income. So must it be also with tree- 
tops. The proceeds from their sale or 
other disposition and the net would en- 
ter into Paul’s gross income for normal 
and surtax purposes. 

The important point is, having taken 
a capital gain on the whole tree once, 
Paul cannot then repeat the process by 
taking a capital gain on dismembered 
parts of his tree or on products fabri- 
cated therefrom. And always remember 
this: Paul can use or burn up the prod- 
ucts of his tree and the result will be 
the same in so far as the capital gain at 
cutting and the tax thereon are con- 
cerned. 

The same reasoning applies to the 
disposition of stumps. Some taxpayers 


have been really stumped about the pro. 
ceeds from such disposition. Unless part 
of the basis of the whole tree is allo. 
cated to the stump, there is no possibjl- 
ity of getting capital-gain treatment jn 
respect of the difference between the 
part of the basis allocated to the stump 
and the market value of the stump when 
the tree is cut. 

Here is an area in which the theoreti- 
cal propensities of a tax expert can be 
indulged to his heart’s content. I do not 
see any practical way of splitting gain. 
and-loss treatment as between the lum- 
ber, slab, treetop and stump contents of 
a tree. Furthermore, as a final baffling 
reminder, the sum of the separate capi- 
tal gains on the stump, lumber, slab 
and treetop contents may not exceed the 
capital gain on the tree as a whole when 
it 18 cut. 


Capital gain on turpentine 


I was about to stand on my own view 
of this situation when I came upon the 
case of Brown Wood Preserving Co., DC 
Ky., 5/27/58, now on appeal by the 
Government to the Sixth Circuit. There 
the Federal District Court of Kentucky 
decided that a lease of turpentine rights 
on standing timber was a disposal of 
timber 117(k)(2) (now 
Section 631(b)); therefore, the amounts 
received for the turpentine by lessor 
were capital gain. It will be interesting 


under Section 


to follow this case on appeal. If it is af. 
firmed, then let me put this one to you. 
Suppose an owner contracts for the dis- 
posal of all the sap in his sugar maple 
trees for $X a barrel. Does he get capi- 
tal-gain treatment? It seems to me he 
would if the Brown case stands up. I can 
see many complications arising. The tax- 
payer who acquired the contract right to 
extract the turpentine gum or the sugar 
sap would then, under Section 631(a), be 
entitled to capital gain and loss treat 
ment of the difference between the mar- 
ket values of the juice in the tree in the 
woods and the amount he pays for it. 
Then how are you going to fix this mar- 
ket value? That would really be a job 
for valuation experts. If sap in a tree 
which is replenished recurrently is tim- 
ber, then what about pecans and hick 
ory nuts? It seems to me that the point 
involved in the Brown Wood Preserving 
Co. case should be taken up, if at all, 
under Section 1221 of the Revenue 


Code, which deals with sale or exchange 
of capital assets, and not under Section 
631. This latter section, it would seem, 
does not contemplate that sale of tur 
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pentine gum in a tree is a disposal of 
timber. 


Costs of timber improvements 

Paul now comes alive and brings up 
the question of what costs of timber im- 
provements, that is, woods costs, should 
be capitalized and what expensed against 
gross income. 

At the outset, let it be understood that 
this is a matter that is not covered by 
Section 631(a) and (b) of the Code, but 
comes under Sections 162 and 263, which 
deal with deductions from gross income. 
It is a matter that gets a lot of attention. 

Mr. Expert comments that “we are 
now in a field where needless confusion 
and uncertainties have been created. We 
should not be dogmatic, but we can lay 
down some principles which will an- 
swer most of the questions. Let’s keep 
our shirts on until the proposed Regu- 
these expenses are 
finally promulgated. The Revenue Ser- 
vice has ruled as follows: Generally, di- 


lations regarding 


in connection with 
reforestation by planting are capital ex- 


rect costs incurred 


penditures, recoverable through deple- 
tion as the timber subsequently becomes 
or sold. Such 
planting costs are said to include: 


merchantable and is cut 


l. preparation of the site including 
any girdling or brush removal work to 
afford good growing conditions; 

2. cost of seedlings; and 

3. labor and tool expense, including 
depreciation of used in 
planting, such as trucks, tree planters, 
etc! 


equipment 


“The Revenue Service apparently has 
been having a strenuous bout with this. 
Proposed Regulations under Section 611 
contain the following rule: “Amounts 
paid or incurred in connection with re- 
lorestation, including planting and prep- 
aration for planting, or natural seeding 
(including planting for Christmas tree 
purposes), shall be capitalized, and such 
amounts shall be recoverable through 
depletion allowances.”’8 

This Regulation has not been finally 
promulgated. In my opinion the lan- 
guage proposed is too broad and might 
require capitalization of some cost items 
now allowed as deductible expenses. 

rhis can be said: The Regulations 
ought merely to provide that these woods 
expenses must be treated in accordance 
with accepted accounting concepts. It 
would be impracticable to attempt to 
enumerate in the Regulations all the 
items of possible expenditures and put 
them under one category or another. 
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However, some lines can be drawn be- 
tween what should be capitalized and 
what should be expensed against gross 
income. This can be done with consid- 
erable confidence that these lines are not 
going to be changed substantially, if at 
all. We can draw upon experience un- 
der the existing statutes, Regulations 
and rulings. 


Capital expenditures 

It is safe to say that costs that must be 
capitalized include outlays for acquisi- 
tion of property having a useful life of 
more than one year and for permanent 
improvements or betterments to prop- 
erty. They include expenditures for ac- 
quisition of timber and equipment, con- 
struction of permanent bridges, roads 
and fire lanes, planting and seeding and 
for repair of equipment that prolongs 
its useful life. 


Operating expenses 

Operating expenses which are deduct- 
ible from gross income are those related 
to the production of income from tim- 
ber stands. They include the cost of 
labor engaged in cutting or processing, 
costs of tools of short life, costs of mate- 
rials and supplies, incidental repairs, 
cost of temporary roads, management 
expenses, fees of consulting foresters, 
lawyers and accountants and other ad- 
visers. 


Election to expense 


There is another category of costs or 
expenses which may be either expensed 
or capitalized at the taxpayer’s option. 
They include carrying charges and de- 
velopment expenditures. 

Carrying charges include costs in- 
unim- 
proved and unproductive or during the 


period of development. Annual taxes, 


curred while timberlands are 


interest actually paid and insurance pre- 
miums are examples of such charges. 
Development expenditures are those 
incurred in caring for timber stands in 
the development stage, i.e., while they 
are not yet productive of income. They 
include the costs of thinning, girdling, 
poisoning, pruning and improvement 
cutting. It remembered that 
such costs are to be reduced by amounts 
received for any products that are sold. 


must be 


Costs of protection against fire, insects 
and diseases must be treated in the same 
way. 

* incurred in connec- 
tion with the disposal of timber quite 


obviously reduce the amount received 


“Direct expenses’ 
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in computing gain or loss. Whether 
such an expense is “direct” depends 
upon how closely related it is, upon all 
the facts, to the disposal of the timber.® 
In Bag-Camp Paper Corp., Docket 386- 
58, now pending in the Court of Claims, 
the Government is claiming that 5% of 
the selling price of stumpage be deduct- 
ed as a selling expense in order to ar- 
rive at a capital gain or loss. This, it 
seems to me, is purely arbitrary and 
should not stand up. 


Depreciation allowances 


Depreciation allowances are referable 
to property that has a limited and de- 
terminable life. They are calculated to 
return his capital investment to the tax- 
payer. Suffice it to say here that land 
improvements of a permanent or non- 
depreciable nature are charged to the 
land account and are not recoverable 
through depreciation. However, the cost 
of depreciable improvements such as 
bridges, culverts and fences, while also 
charged to the land account, may be 
recovered through depreciation. 


Capital expense 


It must be noted that there is a twi- 
light zone in which the application of 
these somewhat general descriptions of 
cost items to be expensed or capitalized 
will not produce identical tax results in 
the cases of different taxpayers. 

In this zone, as a particular taxpayer 
his situation and the pe- 
surrounding his 


is involved, 
culiar circumstances 
ownership and operations may tip the 
scale of treatment of a cost item in the 
twilight zone one way or the other. One 
example will suffice. The cost of clean- 
ing up and ploughing a timber site 
might be a deductible or capital item 
depending upon the immediacy of plant- 
ing or seeding and the purpose of the 
taxpayer. 

Although treatment 
cannot always be achieved it can be at- 
It will take 
some time, a lot of patience and some 


uniformity of 


tained in most instances. 
unselfish consideration for the good of 
the timber industry as a whole. We are 
in a formative period. 

A few concrete questions have been 
posed which will illustrate the applica- 
tion of the rules regarding the capital- 
ization or deduction of woods costs. 

Suppose Paul hires a consulting for- 


® Rev. Rul. 56-434, September 4, 1956. Proposed 


Regulations Section 1.631-1(e). 

7 Rev. Rul. 55-252, Regulations 118, Section 39.24 
(a) -Z. 

5 Proposed Regulations 1.611-3(a). 

® Rev. Rul. 58-266, IRB June 2, 1958. 
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ester to make up plans for forest man- 
agement. How is this expense to be 
treated? It is treated as a deductible ex- 
pense. 

Suppose Paul expends money for 
cruises and boundary surveys in connec- 
tion with and at the time of a timber 
acquisition. These expenses are to be 
capitalized. If incurred subsequent to 
an acquisition of timber, they are to be 
expensed. 

Suppose Paul makes expenditures for 
thinning and improvement cutting in 
immature stands not as incidental to 
any planting operations. These expenses 
are deductible. 

Suppose Paul engages in cleaning up 
activities in the woods, such as removal 
of hard wood or of brush. How are the 
expenses of such activities to be treat- 
ed? The answer depends upon the in- 
tention of the taxpayer. If such expendi- 
tures are intended as an integral part 
of a planting operation, then they are 
to be capitalized. If intended as a 
cultural operation after planting has 
been accomplished, then they may be 
expensed. Any operation in the nature 
of site preparation for planting would 
have to be capitalized. It is even con- 
sidered that removal of brush to prevent 
suppression of seedlings three years 
after planting would have to be capital- 
ized. 

Logging-road costs are capital expen- 
ditures to be amortized over the volume 
of timber to come out over such roads, 
or they may be depreciated on the basis 
of an estimated life by agreement with 
the Revenue Service. 

The costs of permanent roads are 
capital investments. However, the costs 
of surfacing, bridges, trestles and cul- 
verts which are replaced from time to 
time may be depreciated. If for adequate 
reasons the road is abandoned, the loss 
may be claimed in the year of abandon- 
ment. Should the taxpayer know in ad- 
vance that a road has a certain useful 
life, then he may depreciate it over that 
life or amortize it against the timber to 
come out over it. After a road has been 
in use for a period of years and it is 
found that its useful life has changed, 
at this point the depreciation should be 
revised to conform to the changed con- 
ditions. 

Just a word of caution. Hasty or rash 
movements to gain the right to expense 
timber expenditures now required to be 
capitalized might imperil the retention 
of Section 631(a) and (b) in the Rev- 
enue Code. Care should be exercised in 


April 1959 


the industry not to sacrifice certain good 
for uricertain better. 

It is imperative that the members of 
the timber industry advance together to 
shield Section 631 from attack and to 


favor whatever new tax developments 
may be fair, equitable and just. Efforts 
which lose sight of this necessity for 
cohesion are apt to be futile, or even 
disastrous. bs 


Taxation of mutual savings banks 


not achieving Congressional purpose 


, er LARGE SIZE and continued growth 
of mutual savings banks and of sav- 
ings and loan institutions raises serious 
economic questions of credit control, 
channeling of savings, etc. This was an- 
alyzed recently in the Michigan Law 
Review (Vol. 56, No. 3) by Paul D. 
Lagomarcino, Professor of Law at the 
University of Buffalo. Tax men will be 
interested in the important role Pro- 
fessor Lagomarcino assigns to the special 
Code provision by which, at the time 
these mutuals were made taxable (the 
Revenue Act of 1951), they were allowed 
to deduct additions to reserves up to 
12% of deposits. We bring you a brief 
excerpt (with permission) from the 
article, showing how far these provisions 
have failed to achieve the announced 
purpose of Congress—raising revenue 
and putting the mutual and commercial 
savings institutions in tax parity: 
Section 593 of the Internal Revenue 
Code of 1954, a provision for a bad debt 
reserve—does not appear extraordinary. 
Nonetheless, it has had a strong impact 
upon banking practices and the banking 
structure of the nation, and upon com- 
petitive relationships within that struc- 
ture. However, its impact has not been 
the one contemplated by Congress. Sec- 
tion 593 first appeared in the Revenue 
Act of 1951. This act removed the tax 
exemption traditionally enjoyed by mu- 
tual savings banks and savings and loan 
associations and provided for their taxa- 
tion on the same general basis as corpo- 
rations. Section 593 provided that build- 
ing and loan associations, and mutual 
savings banks and co-operative banks 
without capital stock might deduct for 
Federal income tax purposes a reason- 
able addition to a reserve for bad debts 
up to the point it equals “12% of the 
total deposits or withdrawable accounts 
of its depositors.” In effect, Section 593 
freed these various mutual institutions of 
Federal inconie tax until their reserve 
for bad debts exceeded 12% of deposits. 
The Revenue Act of 1951, which 
eliminated the tax exemption of the 
mutual institution, was a war measure. 


Income tax rates were increased and ad- 
ditional sources of revenue sought. One 
source was certain organizations then 
exempt from taxation under Section 10} 
of the applicable Internal Revenue Code 
of 1939. Among these were the mutual 
banking institutions. 

The original House bill contained no 
provision for their taxation; the pro- 
vision first app@ared in the Senate. In 
its Report accompanying the House bill, 
the Senate Committee on Finance stated 
that the exemption of these institutions 
should be removed in view of their size, 
the need for revenue, and the tax dis- 
crimination between these institutions 
and the commercial banks and life in- 
surance companies with whom they com- 
peted actively. 

The Senate Report provided for taxa- 
tion of mutual banks “in the same man- 
ner as ordinary corporations.” It would 
also permit, “as in the case of other 
banks,” the deduction of “amounts 
credited to a reasonable reserve for bad 
debts.” 

A commercial bank at that time de- 
ducted as a bad debt allowance an 
amount determined by its loss exper- 
ience based upon a 20-year moving 
average. The Senate Report contem- 
plated that this general type of formula 
should be applied to mutual savings 
banks after adapting it for their “his 
torical loss experience.” This treatment, 
the report stated, would afford a deduc- 
tion “at least as generous” as that ac- 
corded commercial banks. 

In conference, the 12% reserve pro- 
vision was substituted. The move for a 
“specified” reserve, earlier rejected by 
the Senate Committee, had carried in 
conference. 

Revenue actually raised has been rela- 
tively insignificant. For example, be- 
tween 1952 and 1954, inclusive, insured 
mutual savings banks paid total Federal 
income tax of approximately $7 millions 
on total net operating income before 
taxes and dividends of approximately 
$1,553 millions, or at an effective rate of 
0.45%; between 1953 and 1955, inclu 
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sive, member savings and loan associa- 
tions paid total Federal income tax of 
$15.8 millions on total net income be- 
fore Federal income tax of $2,964 mil- 
lions, or at an effective rate of 0.53%. 
During the period 1952 to 1956, inclu- 
sive, those commercial banks which were 
members of the Federal Reserve System 
paid total Federal income tax of $3,513 
millions on total profits before income 
taxes of $8,315 millions, or at an effec- 
tive rate of 42%. 

It is apparent that the taxation of 
mutual institutions failed to raise the 
amount contemplated or the far larger 
amount which would have been raised 
if tax parity had been achieved. 

Increasing corporation tax rates to 
52%, in the Act of 1951 aggravated the 
discrimination in tax then existing .be- 
tween mutuals and their competitors. 
Accordingly, the Senate Report gave as a 
second purpose to “‘place mutual savings 
banks on a [tax] parity with their com- 
petitors.” 


Tax parity with competitors 


It has already been shown, however, 
that the effective rate of tax paid by 
mutuals is only a small fraction—rough- 
ly one-eightieth—of that paid by their 
competitors. 

The affected mutual institutions re- 
acted with substantial uniformity to the 
Act of 1951. The anticipated effect of 
the 12% reserve provision might be 
nullified simply through maintenance of 
reserves less than 12% of deposits. This 
could be accomplished both by reduc- 
ing net income through tax deductible 
expenses and also by increasing the de- 
posit base against which the 12% was to 
be applied. Income used for public rela- 
tions purposes—advertising, free gifts, 
new or remodeled offices, and so on—was 
deductible business expense. These ex- 
penditures not only reduced net income, 
but, in turn, attracted new deposits, 
thereby increasing the deposit base. 
Similarly, payment of increased divi- 
dends also was deductible and attracted 
additional deposits as well. Here was a 
nearly ideal tax and business situation. 
The act had an effect opposite to the 
Senate intent by both encouraging 
growth as a business practice and sub- 
sidizing it at the expense of tax dollars. 

In a period as economically dynamic 
as this, many out-of-the-ordinary forces 
affected the various banking institutions. 
Inflation, unprecedented growth in the 
mortgage market, and high levels of con- 
sumption and industrial expansion—all 
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have caused substantial growth in all in- 
stitutions. Nonetheless, the asset growth 
of mutuals consists primarily of deposit 
growth, which was made possible largely 
by the payment of higher interest rates 
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than other banking institutions. It seems 
inescapable that these rates would not 
have been feasible in the absence of the 
failure to achieve tax parity in the Act 
of 1951. * 


New decisions affecting special industries 


Nursery operator may claim deduction 
for soil conservation expenses. A nursery 
operator is considered in the business of 
“farming” as that term is used in Section 
175. He therefore, deduct from 
gross income soil and water conservation 
expenses. Rev. Rul. 59-12. 


may, 


Casualty company is mutual though it 
had outstanding guaranty capital. Tax- 
payer had outstanding interest-bearing 
guaranty fund certificates which entitled 
the holders to elect one half of the direc- 
tors. Despite this, the court held that 
actual control of the company was in 
the policyholders and it therefore quali- 
fied for taxation as a mutual company. 
Holyoke Mutual Fire Ins. Co., 28 TC 
142, acq. IRB 1958-51. Similarly, Citizens 
Fund Mutual Fire Ins. Co., 28 TC 1017, 
acq. IRB 1958-51. Similarly, Property 
Owners Mut. Ins. Co., 28 TC 1007, acq. 
IRB 1958-51. 


Oil revenues went to repay loan, not as 
production payment; debtor taxable. A 
recycling plant was to be built for the 
unitized oil field in which taxpayer held 
a half The 
owner of the other half interest, who 


interest in certain leases. 
also had a $50,000 production payment 
right in taxpayer’s interest, agreed to 
advance the taxpayer’s share of the cost 
of the plant. Taxpayer’s half interest in 
the leases was conveyed to a trustee who 
was to use all income first for the repay- 
ment of loans and interest, and then for 
the $50,000 production payment. The 
Commissioner included in taxpayer’s in- 
come the income received by the trustee 
and used by it to pay the advances and 
interest. The court agrees. The elaborate 
transactions here were in reality a loan; 
merely because the lender agreed to look 
solely to income from the property for 
repayment did not change his loan into 
a production payment. Weinert Estate, 
31 TC No. 90. 


Strip mining contractors qualify for de- 
pletion. Taxpayer contracted with the 
owners of coal-bearing land to strip 
mine it. This court holds taxpayers en- 
titled to percentage depletion on the 





mined coal. After an exhaustive con- 
sideration of the cases, the court finds 
that criteria for a contractor’s eligibility 
(1) the 
price paid to the contractor must depend 
on the market price and conditions, 
and (2) the contractor must have made 
a capital investment, the recovery of 
which is dependent on the sale of the 
mined coal. Although taxpayers’ written 
contract on its face does not meet these 
conditions, the court finds that this 
didn’t reflect the real intention of the 
parties, which did. Stallard, DC Ky., 1/ 
10/59. 


for depletion allowance are: 


New breeding cattle rule applies only if 
held 12 months. For 1951 and later 
years, the Code includes in its definition 
of capital assets “livestock . . . held by 
the taxpayer for draft, breeding or dairy 
purposes and held by him for 12 months 
or more from the date of acquisition.” 
In 1951 taxpayer sold some breeding 
cattle he had held for more than six, but 
less than 12 months. He argued that the 
amendment of the Code was intended 
to apply to immature animals not ac- 
tually used for breeding purposes for six 
months. They would be included as capi- 
tal assets under the new 12-month rule, 
but that his particular situation was gov- 
erned by case law (Albright, 173 F.2d 
339, and Bennett, 186 F.2d 407) which 
gave Capital-asset treatment to mature 
animals actually used for breeding for 
six months. The Tax Court found, and 
this court affirms, that neither the lan- 
guage of the Code nor its legislative his- 
tory supports this argument; it holds the 
Code provided a new rule for all breed- 
ing cattle and under it capital gain is 
not allowable unless they have been held 
for 12 months. McMurtry, CA-5, 1/29/ 
59. 


Cost of clearing brush from productive 
land is a business expense. Expenditures 
for clearing encroaching brush on land 
held for grazing cattle are not expendi- 
tures for soil or water conservation de- 


ductible under Section 175, but are de- 
ductible in full as ordinary and neces- 
sary business expenses. Rev. Rul. 59-42. 
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Tax choices facing a new oil drilling venture; 
a reconsideration in the light of the 1958 Act 


by FRANK B. APPLEMAN 


When an upper-bracket client decides to use tax-deductible dollars to try for oil 


capital gains, the tax factors that must be weighed in deciding the best form of 


organization for the new venture are not very different from those determining 


whether any new business should begin as a proprietorship, a partnership or a 


corporation (electing or not electing under subchapter S). Mr. Appleman weighs 


the factors influencing the choice at the start and in later years. He pays particular 


attention to preventing locked-in depletion, allocating deductions among partners 


some of whom are carried interests and finding solutions to collapsibility and the 


problems of liquidation under the new law. 


- Frecatd Mr. O. I. (OrpINARY INCOME), 
says that he has made a good deal 
of money and that taxes are killing him. 
So. to get even with Uncle Sam, he’s 
going to take a flyer in the oil business. 
He has acquired a farm that needs 
drilling, and he’s ready to go it alone, 
but he wants to make sure that he makes 
no mistakes taxwise. What should he 
look for from the standpoint of taxes, 
it being assumed that all other legal 
matters have been cleared. 

It is apparent that Mr. O. I. has only 
two courses open to him: he can operate 
as a sole proprietor or he can incorpo- 
rate. If he chooses the former course, he 
can, if he makes the proper election to 
do so, deduct all of his intangible drill- 
ing costs against his other income with- 
out the complications of intervening tax 
entities. If the well comes in, then, of 
course, he’ll have ordinary income less 
depletion and depreciation. Since he is 
in high brackets, he will probably feel 
compelled to incur more intangible ex- 
penses so as not to pay exorbitant taxes. 
This leads to borrowing money for in- 
tangibles, and the inevitable process of 
taking on heavy debt to keep expensing 
has begun in earnest. A possible out- 
come of this is a sale of the properties 
at capital-gain rates to pay off the debts; 
what is left has been produced with 
100% deduction money. 


) 


Mr. O. I. wants to know if he can 
avoid these results by incorporating the 
properties after the development stage 
so that the maximum tax will be at 52% 
instead of 80% on up. Certainly he can 
do so, but if he does, several problems 
will arise. 

If he borrowed to develop the prop- 
erties and the debt still exists at the 
time of incorporation and the properties 
are transferred to the company subject 
to the debt in exchange for capital stock, 
then Mr. O. I. will realize a taxable 
capital gain upon incorporation, at least 
to the extent that the debt exceeds the 
basis of the property. If the properties 
are clear of debt, one can only esti- 
mate projections of 
whether Mr. O. I. will come out ahead 
by transferring them to a corporation 


from income 


and letting the corporation produce 
them to exhaustion. When you take into 
account the fact that Mr. O. I. will at 
some future date have to pay capital 
gains tax (at least) on the corporate in- 
come to get it out, the advantage of in- 
corporating diminishes. If more wells 
have to be drilled, and if Mr. O. I. still 
wants intangible deductions in his own 
tax return, it is possible to transfer to 
the corporation only the producing well 
site and let Mr. O. I. retain the rest of 
the property upon which further wells 
are to be drilled. He, personally, can 


pay the drilling costs and later convey 
the developed sites to the corporation. 
There would be no tax at the transfer jf 
the properties are not subject to debt; 
the transfer would be a contribution to 
capital or surplus. 

Mr. O. I. wants to know about double 
taxes and other disadvantages should he 
decide to sell the property. You can now 
reassure him on the double-tax problem, 
thanks to the Technical Amendments 
Act of 1958. You will recall that the 1954 
Code seemed to offer a very simple way 
to avoid double tax upon a sale of cor. 
porate assets under Section 337; one 
could merely adopt a resolution of com- 
plete liquidation, sell the property and 
completely dissolve the company in 12 
months from the date of the resolution. 
But Section 337 was by its terms in- 
applicable to a ‘Collapsible corporation 
as defined in Section 341(b). Even 
though the assets might be held by the 
company for more than three years, (and 
so come within the excepting provisions) 
and gain on their sale might escape or- 
dinary-income taxation under the col- 
lapsibility rules, nevertheless the corpo- 
ration could technically be within the 
definition of a collapsible corporation 
and so Section 337 would not be avail- 
able to it. In such case, if the corpora- 
tion sold the assets, there would be a 
double tax. At the present time, under 
the provisions of Section 20 of the 1958 
Act, adding Section 341(e) to the 1954 
Code, an oil company can sell all of 
its assets under Section 337 and avoid 
both the double tax and the ordinary- 
income taxation to the individual stock- 
holder imposed on a collapsible corpora- 
tion. The same is true if the corporation 
dissolves and distributes its assets in 
complete liquidation. The stockholder 
need not, as a general rule, fear collaps- 
ible corporation treatment if the corpo- 
ration’s assets consist principally of oil 
properties. 

Mr. O. I. can also be informed that, 
under Subchapter S added by the 1958 
Act, he can obtain limited liability and 
other corporate advantages, but still be 
taxed as an individual. Thus, he can in- 
corporate his undeveloped properties 
and the corporation can make the neces- 
sary election so that it will pay no taxes, 
but its net income will become that of 
its stockholders. No loss of the corpora- 
tion ‘can be deducted by the stockholder 
in excess of the stockholder’s basis for 


his stock plus his basis for any loans to 
the corporation. Any loss of the corpo- 
ration which is deducted by the stock 
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holder will first reduce the basis of his 
stock in the company and any excess will 
reduce the basis of any loans to the cor- 
poration. Thus it makes no difference 
whether funds are advanced to an elect- 
ing corporation for stock or debt. 

If an electing corporation has income 
from oil and gas operations, then the 
net taxable income is chargeable to the 
stockholder at the end of the corpora- 
tion’s year, just as if he had received a 
dividend of that amount from the com- 
pany, but with no dividend credits or 
exclusions. Suppose that the electing 
company is an oil company with annual 
gross income from operations of $100,- 
000, operating expenses of $20,000 and 
depreciation and depletion of $50,000. 
Its taxable net income is $30,000, and 
this is what must be included in the 
stockholder’s income. His basis for his 
stock is increased by $30,000 and, gen- 
erally speaking, he can take this much 
out of the corporation tax free; but 
what of the $50,000 of depletion and 
depreciation? Since this doesn’t enter 
into the tax basis of his stock, he will, in 
effect, have to pay a capital gain tax 
on the depletion and depreciation. 

Bear in mind also that, if the com- 
pany later dissolves, the stockholders 
still have to pay a tax on the difference 
between the value of the assets received 
and the basis of the stock. Hence, if un- 
improved property with a low basis is 
transferred to the company, which then 
makes the election, even though the 
stockholder may be entitled to deduct 
losses of the company incurred through 
intangibles or otherwise, the corporation 
is still a corporation for dissolution pur- 
poses and he will have to pay a capital 
gain on the enhancement in value. This 
would not normally be a deterrent since 
dissolution is not usually contemplated. 
The tax trap in incorporating oil prop- 
erties with the idea of making the elec- 
tion is that the stockholder loses the 
tax-free depletion and depreciation he 
would otherwise get as a sole proprietor. 
It becomes locked-in capital. The same, 
of course, is true of any tax-exempt in- 
come the company might have. 

Suppose Mr. O. I. is not going into 
this venture alone. First, consider the 
situation if each of the investors is going 
to pay his share of the intangible drill- 
ing costs and operating expenses. There 
will be no problem about the deduction 
for intangibles; each party can deduct 
his expenditures. Since an operating 
agreement will be involved, the arrange- 
ment will, as a matter of tax law, be 


considered a partnership. The partner- 
ship may. elect not to be considered a 
partnership for tax purposes; if so, each 
member will be simply a co-tenant and 
will report his own income and take his 
own deductions. He will not be con- 
cerned with Subchapter K. Of course, 
the parties may decide to incorporate 
and make the Subchapter S election. 

Now suppose that each of the partners 
is not going to meet his share of the 
intangibles, but that one or more will 
be carried and the other partners will 
pay it all. If those being carried are 
content to permit the carriers to recoup 
their full expenditures before the car- 
ried parties participate in the income 
from the property, then the proposed 
Regulations on intangibles will allow 
the carriers their full deduction. Remem- 
ber, though, that the venture will be a 
partnership unless the partnership elects 
out of Subchapter K. If it doesn’t elect 
out, then the parties must make a spe- 
cial agreement allocating the deduction 
for intangibles and the income to the 
carrying partners; if there is no agree- 
ment otherwise, the deductions will go 
according to the interests in the prop- 
erty. Should this happen, the parties 
paying the costs will not get their full 
intangible deductions and the carried 
partners will probably get no benefit 
either, since they will have no tax basis 
at that time to absorb the loss. Conse- 
quently, if the carried parties are willing 
to let the persons expending the funds 
get all of their expenditures back out of 
income first, the partnership may well 
elect out of Subchapter K and proceed 
as individuals. In such case, whether to 
do business as an individual, as a real 
corporation, or as a corporation electing 
under Subchapter S will be governed by 
the previously discussed principles. 

If those being carried are not content 
to permit the carriers to recoup their 
full expenditures before the carried part- 
ners participate in the income from the 
property, then a solution must be sought 
or the carrving parties will not get their 
full deduction for intangibles. Under 
the proposed Regulations the carrying 
parties will be entitled to their full de- 
ductions for intangibles if all the parties 
are willing to permit the carried parties 
to have a net profit or overriding royalty 
interest until complete pay-out of the 
carrying parties, at which time that in- 
terest will convert into a share of the 
working interest. If such an arrangement 
is not satisfactory and the carried parties 
insist on a share of the working interest 
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[Frank B. Appleman is a partner in the 
law firm of Weeks, Bird, Cannon & 
Appleman, Fort Worth, Texas. He is a 
member of the Section of Taxation of 
the ABA and a former special attorney 
of the IRB. This article is an adaptation 
of a speech delivered by him at the re- 
cent Tax Institute of the Texas Tech- 
nological College.| 





from the beginning of production, then 
the parties should not elect to be ex- 
cluded from Subchapter K; they should 
agree on the division of the income and 
deductions for tax purposes under Sec- 
tion 704, allocating all intangible deduc- 
tions to the carrying parties and provid- 
ing for division of the income from the 
property as desired. A Subchapter S$ 
election will not solve the problem be- 
cause the stockholders cannot divide the 
income and expenses. The law requires 
that the net loss or net income be al- 
located to the stockholders. 

Whenever it is advantageous to be 
classified as a partnership, it may well be 
that some of the parties will want a 
limited partnership. There is no differ- 
ence taxwise between a general partner- 
ship, a joint venture and a limited part- 
nership. However, in all cases, the in- 
strument must be carefully drawn to 
be sure there are no provisions that 
could cause the partnership to be classi- 
fied as an association taxable as a cor- 
poration. For example, an operating 
agreement should contain provisions 
that it is terminable at will and that 
each party has the right to take his 
share of the oil in kind. In a limited 
partnership, provision should be made 
for termination of the partnership in 
case of the death of a general partner or 
in case a general partner sells or assigns 
his interest. Of course, if you have any 
doubt as to whether you have an associa- 
tion or not, you might file an election 
with the partnership return, stating that 
it is not believed to be an association, 
but that, if it is, an election is made 
under Subchapter S. An electing corpo- 
ration would not have all the advantages 
of a partnership (such as the ability to 
allocate income and deductions) and 
its depletion would be locked in, but 
at least double taxation on the net in- 
come would be avoided. 

A trust going into the oil business is 
usually classified as an association; the 
very reasons that require a trust form 
will usually result in such classification. 
If so, and at least for safety’s sake, be 
sure to make the Subchapter §S election. 
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Foreign corporation must now file return 


to get dividends-paid credit for PHC tax 


by LEONARD L. SILVERSTEIN 


The Regulations finally adopted last September take the position that a foreign 


corporation is not permitted to deduct dividends paid in the computation of per- 


sonal holding company tax unless it files a return. This rule, applicable back to 


1954, is based on a little noticed and certainly unintended change in the 1954 Code. 


Mr. Silverstein analyzes the present filing requirements as they affect foreign corpo- 


rations and, in view of the harshness of this retroactive rule, urges that, if returns 


are to be required, the rule be made prospective only. 


A FOREIGN CORPORATION which, al- 
though not engaged in trade or 
business in the United States, does de- 
rive income from sources within the 
United States is subject to a personal 
holding company tax if it meets the 
income and stockholder tests. Ordinarily 
a personal holding company, in the 
computation of its undistributed per- 
sonal holding company income, is en- 
titled to deduct the dividends which it 
pays to its stockholders. But, due to an 
apparently inadvertent technical change 
in the 1954 Code, a foreign corporation 
now loses its right to the dividends-paid 
deduction if it fails to file United States 
income tax returns (Forms 1120 NB and 
1120 PH). 

Under the 1939 Code, it was clear 
that the deduction for dividends paid 
was not lost by the failure to file a per- 
sonal holding company tax return. 
Under that Code the income tax and 
the personal holding company tax were 
separate taxes, imposed respectively by 
Chapters 1 and 2 of the 1939 Code. A 
separate return had to be filed with re- 
spect to each tax. 

Section 233 of the 1939 Code provided 
that, “A foreign corporation shall re- 
ceive the benefit of the deductions and 
credits allowed to it in this chapter only 
by filing ...a . return of its total 
income received from all sources in the 
United States. . . .” Inasmuch as Section 


233 was a part of Chapter 1 (income 
taxes), the Commissioner correctly held 


that Section 233 prohibited a foreign 
corporation not filing a return from 
claiming the ordinary deductions al- 
lowed by Chapter 1, but agreed that it in 
no way limited such a corporation’s right 
to claim the deductions and credits 
allowed by Chapter 2, with respect to 
the computation of undistributed per- 
sonal holding company income. 

Accordingly, under the 1939 Code, a 
foreign corporation which was a_per- 
sonal holding company not engaged in 
trade or business in the United States 
and whose income tax liability was fully 
satisfied at the source was under no 
obligation to file any United States in- 
come tax returns, provided it distributed 
all its income to its stockholders. 

The reports of the Ways and Means 
Committee and the Senate Finance Com- 
mittee demonstrate that Congress, in 
adopting the 1954 Code, did not intend 
to change the foregoing rule. However, 
the 1954 Code combines the income tax 
and the personal holding company tax 
under a single subtitle, namely, Subtitle 
A. The requirement of filing a separate 
personal holding company tax return is 
eliminated. That return is now merely 
a Schedule (1120PH) to the income tax 
return. 

However, Section 882 of the 1954 
Code carries over the language of old 
Section 233 of the 1939 Code, quoted 
above. Section 882 now says, “A foreign 
corporation shall receive the benefit of 
the deductions allowed to it in this sub- 


title only by filing . . return of 
its total income received from all sources 
in the United States. . . .” Since Section 
545, which allows the dividends-paid de. 
duction, is a part of Subtitle A, Section 
882 will disallow it if no return is filed, 
It seems clear that Congress never in- 
tended to alter the contrary rule of the 
1939 Code. The reports of the Senate 
Finance Committee and the House Ways 
and Means Committee make no mention 
of any intention to change the 1939 
rules. 

After the enactment of the 1954 Code, 
the Treasury Department continued for 
the calendar years 1954, 1955, 1956 and 
1957 to print Form 1120NB containing 
instructions that, “If the tax liability of 
a non-resident foreign corporation is 
fully satisfied at the source, a return of 
income is not -yequired.” These forms 
further provided that “income upon 
which the tax has been fully withheld 
at the source should not be reported in 
this return.” 

Accordingly, 
whose income tax liability was fully satis- 
fied by withholding at the source and 
who were not liable for personal holding 
company tax because they distributed 
all of their income to their stockholders 
were fully justified by this instruction 
during the years 1954 to 1957 inclusive 
in not filing any United States income 
tax returns. In-the absence of a Regula- 
tion or some other warning from the 
Treasury pointing out that the right to 
the dividend-paid deduction would be 
forfeited for failure to file a return, for- 
eign corporations cannot be charged 
with culpable neglect for failing to re- 
alize that Section 882(c) might have 
changed the well established rule under 
the 1939 Code that the right to have the 
dividends-paid deduction was not de- 
pendent upon the filing of a return. 


foreign corporations 


Penalty very heavy 


It was only on September 9, 1958, that 
the Treasury Department, by TD 6308, 
issued final Regulations wherein it took 
the contrary position. This Treasury de- 
cision, which promulgated the personal 
holding company Regulations, provides 
in Section 1.545-1 that, .“[fjor purposes 
of the imposition of such tax on a for 
eign corporation, resident or non-resi- 





[Leonard L. Silverstein practices law im 
Washington, D. C.; he was formerly on 
the Legal Advisory Staff of the Treasury 
Department and is a member of the 
Supbchapter C Advisory Group.] 
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dent, which files no return, the un- 
distributed personal holding company 
income shall be computed on the basis 
of gross income from sources within the 
United States allowance of 
any deductions.” Although this Regula- 
tion was not published until September 
9, 1958, it is effective for the calendar 
year 1954 and all subsequent years. 

~ Even apart from the clear injustice in- 
volved in its retroactive effect, the new 
Regulation is most unfair to foreign 


without 


corporations operating in countries hav- 
ing treaty relations with the United 
States and practically all of whose stock- 
holders are residents of such foreign 
countries. For example, the income tax 
convention between the United States 
and the Netherlands provides that the 
maximum rate of tax on dividends paid 
to a non-resident corporation organized 
in the Netherlands is 15% (Article VII) 
and it further provides that dividends 
paid by a Netherlands corporation shall 
be exempt from United States tax if the 
recipient is not a citizen, resident or 
corporation of the United States (Article 
XII). Under these 
would seem that the United States has 
no legitimate purpose in compelling a 


circumstances, it 


Netherlands corporation all of whose 
stockholders are non-residents of the 
United States to distribute all of its in- 
come to its stockholders, inasmuch as 
the United States derives no tax on 
such dividends. By imposing a tax under 
such circumstances, it seems that the 
United States is overstepping the bounds 
of fair dealing in its international rela- 
tions. This is particularly true in the 
numerous situations in which the for- 
eign corporation, in its ignorance of 
the United States tax laws, assumes that 
its tax obligations to the United States 
were fully satisfied by withholding at 
the source. 

There is little if any justification for 
the United States to impose the personal 
holding company tax in the situation 
just discussed upon a Netherlands corpo- 
ration which does not distribute its in- 
come as dividends to stockholders, but 
it is completely indefensible to hold that 
a Netherlands corporation which com- 
plies with the unjust requirements of the 
United States tax laws by distributing 
all of its personak holding company in- 
come to its non-resident stockholders as 
dividends is, nevertheless, subject to the 
confiscatory tax on its gross personal 
holding company income, undiminished 
by any deductions (including a deduc- 
tion for the dividends which it paid), if 


it fails to file the United States income 
tax return with Schedule 1120 PH at- 
tached. If the United States actually in- 
tends to endeavor to collect the tax un- 
der such circumstances, foreign countries 
having tax treaties with the United 
States may consider such action as uni- 
lateral abrogation of their tax conven- 
tions. Thus the efforts made by the 
United States to encourage international 
transactions will be seriously jeopard- 
ized, if not wholly destroyed. Moreover, 
it would be difficult to blame the foreign 
countries if their tax authorities should 
take retaliatory action against United 
States citizens. 


Penalizes the wrong taxpayer 

If the United States has any legitimate 
interest in compelling foreign corpora- 
tions to distribute their income from 
United States sources as dividends, even 
though by virtue of the application of 
treaty provisions it will derive no taxes 
from such dividends, it would seem that 
the mere provision that the failure to 
distribute such dividends will result in 
the imposition of the personal ‘holding 
company tax is sufficient to accomplish 
such a purpose without imposing upon 
such corporations the further burden 
and expense of filing Forms 1120 NB 
and 1120 PH. In fact, this additional 
requirement will in most cases only im- 
pose a further unnecessary burden upon 
those corporations which comply with 
the mandate that they distribute their 
personal holding company income as 
dividends and will not reach the foreign 
corporations which do not make such 





Allocation allowable in computing tax 
credit for consolidated WHTC. The 
IRS explains the computation of the 
limitation on the credit for foreign in- 
come taxes for a consolidated group 
of Western Hemisphere Trade Corpora- 
tions, some of which have a loss and 
some a profit. The foreign tax credit 
provision here considered is the one 
which limits the credit to the same per- 
centage of the U. S. tax as income from 
that country is to entire income. The 14- 
point tax reduction allowed to a WHTC 
is taken by means of.a deduction (14/52 
of income for companies with surtax). 
The question is whether, in computing 
the foreign-tax-credit limitation, this de- 
duction is to be determined as though 
each company were separate or whether 


New foreign decisions this month 


Foreign aspects of taxation + 245 


distributions. The latter corporations, 
if they are aware of the United States 
tax laws, know that they have already 
become subject to the confiscatory per- 
sonal holding company tax as a result 
of their failure to make the distribu- 
tions, and accordingly they will be very 
reluctant to notify the United States of 
their liability by filing the required re- 
turns. The net result of the additional 
requirement, therefore, will be that 
corporations complying with the require- 
ment that personal holding company in- 
come must be distributed as dividends 
will be subjected to an additional bur- 
den and corporations not complying 
with this requirement will not file. 

If the Treasury decides not to amend 
Section 1.545-1(b) of the Regulations, it 
should in any event make it effective for 
taxable years beginning on and after 
January’1, 1958 only. There can be no 
justification for holding that foreign 
corporations which distributed all their 
personal .holding company income as 
dividends during the years 1954-1957, in- 
clusive, but failed to file United States 
tax returns during a time when there 
was no Regulation indicating the drastic 
consequences of such failure, should be 
subjected to an 85% tax when in reality 
no tax whatsoever is due. Modifying the 
Regulation so as to eliminate its retro- 
active features will be of no benefit to 
the corporations which have not com- 
piled with the requirement that they 
distribute their personal holding com- 
pany income as dividends, but will bene- 
fit only those corporations which have 
complied with the law. % 


the total deduction allowed the consoli- 
dated group is to be allocated among the 
companies showing income. The IRS 
rules that there is no authority for a 
separate-company computation; the de- 
duction is to be allocated. Rev. Rul. 
58-618. 


Cuban sales and receipts tax not avail- 
able for foreign tax credit. Taxes im- 
posed under the Cuban Gross Sales and 
Receipts Law of 1922, as amended, are 
not income taxes,,oer taxes in lieu of an 
income tax, and are,, therefore, not 
allowable for the foreign tax credit. The 
court refers to its previous decision on 
this very tax in Lanaman and Kemp- 
Barclay, 26 TC 582. Guantanamo & 
Western R.R. Co., 31 TC No. 83. 
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Should unemployment benefits be denied 


worker who quit before scheduled lay-off? 


A COMMON PRACTICE AMONG WORKERS 
who are expecting to be laid off or 
be fired is to quit before discharge. 
Sometimes this is because the worker 
wants to start looking for work before 
his co-workers who are also due to be 
laid off flood the market. Sometimes it is 
because the worker who is threatened 
with lay-off no longer feels a part of the 
establishment and thinks he would be 
better off to leave and look for another 
job. In some cases, too, workers are 
fearful that a discharge would blight an 
otherwise good record, and would pre- 
fer that it show that the work separation 
was of their own choosing. 

In these cases, the employment secur- 
ity agency must answer the question as 
to whether such quitting disqualifies 
them for unemployment compensation. 
Needless to say, benefit appeals decisions 
in this area, as in so many others, are 
not consistent. The Federal Bureau of 
Employment Security has made a study 
of these cases and of the principles 
which guide the state agencies in mak- 
ing the initial decision’ as to whether 
the employee is qualified for unemploy- 
ment insurance. Their report, published 
in the January, 1959, issue of Labor 
Market and Employment Security, finds 
that a variety of considerations is re- 
flected in these decisions. However, the 
reasonableness of the individual’s action 
and the firmness of his prospects for 
work are of prime concern. The im- 
minence of the lay-off and its certainty 
are key factors. In states the laws of 
which require that good cause for 
quitting must be connected with the 
work or attributable to the employment, 
the tribunal will inquire whether the 
unemployment is the responsibility of 
the worker or the employer. 

A typical case, in which conflicting 
views appeared as it moved from the 
referee to the Appeals Board, occurred 
in California. The claimant had worked 
for a Federal installation for about two 


years as a laborer and checker. On 


September 16, 1957, he received a 30- 
day notice of reduction-in-force requir- 
ing his discharge on October 18. The 
claimant understood that approximate- 
ly 700 employees would be dropped. In 
the hope of obtaining work in the local 
area before his co-workers involved in 
the lay-off also started their search, the 
claimant resigned on October 4. At the 
time, he was investigating the possibility 
of work with the San Bernardino city 
school system. 

The agency disqualified the claimant. 
The referee reversed this determination 
(LA-UCFE-617, Calif. A, ViL-135.25-13, 
BSSUI). The referee recagnized that, 
generally speaking, the Appeals Board 
had ruled that an individual who leaves 
work in anticipation of a discharge does 
so without good cause. He cited several 
Appeals Board decisions in support of 
this general rule. But he then went on 
to say: “In none of the cited Appeals 
Board decisions were the circumstances 
being considered identical with those 
presented in this case. Hereir. the claim- 
ant was confronted with choice of wait- 
ing for his lay-off and then competing 
with many hundreds of co-workers for 
whatever work might be available in 
the community or leaving early in an- 
ticipation of getting prompt employ- 
ment before the local labor market was 
flooded with the other employees sched- 
uled to be laid off. In resigning when 
he did, the claimant acted as an entirely 
reasonable person and in a justifiable 
manner.” 

When this case reached the Appeals 
Board, however, it repeated its gen- 
eral rule that an individual who leaves 
work in anticipation of a discharge does 
so without good cause. “Accordingly, we 
find that, although the claimant may 
have been prompted by understandable 
motives in resigning his employment, he 
did not have good cause to do so within 
the meaning of Section 1256 of the 
Code.” (Decision No. 58-208, Calif. B, 
VL-135.25-15, BSSUI.) 


A Texas Appeal Tribunal decision 
put its emphasis on the fact that the 
claimant could have continued working 
for a certain period had she not resigned 
in anticipation of discharge (Appeal No, 
235-F-58, May 26, 1958). The claimant 
had last worked at an Air Force Base 
as an accounting clerk at the base hos. 
pital. Because the Air Force Base was 
in process of closing and she had pros. 
pects of securing work in a beauty salon, 
the claimant gave two weeks notice of 
her intent to resign. After she had given 
notice, the employer who had promised 
her work told her that the job was not 
available because of slack business. The 
claimant was unable to withdraw her 
resignation from the Air Force Base be- 
cause another individual had been put 
in her place. Had she not resigned, she 
could have worked about two months 
longer at the Base. The referee pointed 
this out and held that the claimant had 
resigned her last work voluntarily with- 
out good cause connected with the work. 


Promised job gone 

A Tennessee Appeal Tribunal deci- 
sion involved a claimant who had 
worked only two weeks for a tool com- 
pany. He had been told from time to 
time that, unless the company received 
a new contract, the business would be 
closed down. As a result, the claimant 
left his job with the tool company and 
went to another community where he 
was assured that he would have a job 
as a mechanic with an automobile 
agency. He went there in reliance upon 
letters and information from his rela- 
tives who lived in the new city. The 
claimant reported to the automobile 
agency, but at the same time another 
man reported to that employer who had 
more experience. As a result, the claim- 
ant was not hired. 

The claimant’s last day of work with 
the tool company was on a Saturday. 
The following Monday the tool com- 
pany closed down. The Appeal Tr- 
bunal, in view of the impending closing 
of the employer’s business, held that the 
claimant had acted reasonably and quit 
with good cause connected with the 
work (Appeal Tribunal Decision No. 
58-AT-37-UCV, August 4, 1958). 

A Delaware referee’s decision ap 
proached one of these cases as a simple 
lay-off (Appeal Docket No. UCFE-36, 
May 19,1958). The claimant had been 
employed as a branch office clerk at the 
New Castle Army Air Force Base. Her 
husband, a member of the United States 
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Army Air Force, was also stationed at 
the New Castle Base. 

Government authorities decided to de- 
activate the New Castle Base as of Jan- 
uary 8, 1958, and the claimant was noti- 
fied that as of that date her employment 
would be terminated. At the same time, 
her husband was notified that he would 
be transferred to an air base in Illinois. 
Her husband’s transfer orders arrived 
about December 31, 1957, although it 
had been expected that his transfer 
would come about January 8, 1958. As 
a result, when the husband’s transfer 
orders arrived, both the claimant and 
her husband left the New Castle Base 
at the same time so that her husband 
might assume his new duties in Illinois. 
The referee’s conclusion was that the 
early arrival of the husband’s transfer 
orders was simply an unfortunate acci- 
dent which he could disregard. 

An Oklahoma Appeals Tribunal de- 
cision on the ground that claimant had 
acted prudently allowed benefits to a 
man who quit because he expected soon 
to be laid off (Decision No. 497-AT-58, 
March 13, 1958). In his last employment, 
where he worked for some four or five 
years, the claimant had been regularly 
employed on a 5-day week basis until 
about four months before he quit. Dur- 
ing his last four months of employment, 
as a result of a cutback in employer's 
the had 
bumped from regular shift work to the 


operations, claimant been 
extra gang. He was required to be ready 
to work any shift at any time with no 
assurance that he would get any particu- 
lar amount of work. It turned out that 
he sometimes worked one day a week 
and other times as many as four days a 
week. 

During those four mouths he averaged 
about three days a week and his weekly 
earnings were about $50, compared with 
his prior earnings of $80. Just before 
he quit, a notice appeared in the news- 
paper that the employer would lay off 
an additional 150 employees. The claim- 
ant had less seniority than many other 
employees and was convinced that he 
would be caught in the lay-off. 

Based on information given him by 
a friend that work could be found in 
New Mexico, the claimant resigned and 
went to New Mexico where he was hired 
by an oil company to work on a drill 
rig. Before the rig could be hauled to the 
well site, a heavy snow occurred there 
and, although the claimant stayed for 
two weeks, he never was given any 
actual work. The agency’s determination 


had disqualified the claimant, but the 
referee reversed this and concluded that 
the claimant had good cause connected 
with the work for leaving his employ- 
ment. 

Undoubtedly prudence and~ good 
judgment need always to be considered 
in cases of quits that anticipate lay-offs. 
A pertinent question, however, is what 
consideration should be given to the 
worker’s capacity to reach an informed 
conclusion. To what extent, for ex- 
ample, is the claimant able to appraise 
his chances of being retained when all 
about him are being laid off? Or his 
prospect of obtaining employment if he 
waits out a series of lay-offs until his 
turn to be laid off inevitably arrives? 
Obviously, these questions often resolve 
themselves into a match of a claimant’s 
foresight against the hindsight of a 
claims examiner or referee. ve 


1959 contribution rate in 
Penna. at maximum 


INCLUDED IN THE Pennsylvania Unem- 
ployment Compensation Law is a pro- 
vision which stipulates that all employ- 
ers in Pennsylvania will have to con- 
tribute at the maximum rate of 2.7% 
whenever the level of the Pennsylvania 
unemployment fund falls below $300 
million at the end of a calendar year. 
Inasmuch as the level of the Pennsyl- 
vania fund was $125.3 million as at De- 
cember 31, 1958, all employers in the 
State will be required under the law to 
at the 
calendar year 1959. 


pay maximum rate during the 


Changes in Massachusetts 
employment security law 
27, 1958, the 
qualification in Massachusetts for volun- 


EFFECTIVE OCTOBER dis- 
tary leaving of employment, discharge 
from employment for misconduct, or for 
conviction of a felony or misdemeanor 
will be for a period of from four to 10 
weeks. The current Massachusetts law, 
which remained in effect up until Octo- 
ber 27, 1958, provided for a disqualifica- 
tion for the period of any subsequent 
unemployment and until the disqualified 
had 


work and earned in each such week an 


individual at least four weeks of 
amount equal to at least his weekly 
benefit amount. 

The new Massachusetts law specifies 
that no disqualification will be imposed 
upon a claimant who leaves his employ- 


ment under the terms of a pension pro- 


Payroll taxes 


gram requiring retirement at 
age, even though the claimant 


e 247 


a specific 
may have 


given his consent to the program. w 





How to win friends 


Our NEW COMMISSIONER 
Latham, seems to combine 
of good politics, necessary to 
nical experience. His 
utterances have 


first 


We pass along to him this p 
lations technique developed 
erty tax assessors. Some are 
enough to criticize these g 
too subject to political 

being, as many of them are 
officials. Maybe so, but they 
necessity developed methods 


servants might well adopt, 


stance, Mr. Latham, 


the assessors. Wouldn't it 


prehensive taxpayer? 
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A Taxpayer 


A taxpayer is the most ir 
by mail or by phone. 


we are dependent on him. 


ing him. He is doing us a 


A taxpayer is not an ou 
our business; he is part of it. 
A taxpayer is not a cold 


own. 


A taxpayer is not someone 


to know whether he is fairly 
It is our job to provide all 
information to 


assure him 





for the IRS, Mr. Latham 


in Washington, with his vast tech- 


been about his in- 
tention to improve taxpayers’ morale. . 


ing the taxpayers’ wrath that civil 
how 
decorating those bleak IRS confer- 


ence rooms with this little homily by 


framed, be a nice welcome to the ap- 


person ever in this office, in person, 
A taxpayer is not dependent on us; 
A taxpayer is not an interruption 
of our work; he is the purpose of it. 


We are not doing him a favor by serv- 


giving us the opportunity to do so. 


he is a flesh and blood human being 
with feelings and emotions like your 


or match wits with. Nobody ever won 
an argument with a taxpayer. 
A taxpayer is a person who wants 


assessment is just and equitable. 


—NY State Assessors’ Association 
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Consequences of false representations to the 


IRS: a script for a modern morality play 


PROLOGUE 
REVENUE AGENT, alone or with a 
Special Agent, is making an investi- 
gation of a taxpayer's returns. Questions 
are asked of the taxpayer and answers 
are given. Ample notes are made by the 
Agents. 

Or perhaps, at a later stage, the Agent 
asks for corroboration of. some issue of 
fact which “troubles” him. The tax- 
payer, in person or through his em- 
ployee, accountant, or lawyer, supplies 
records, affidavits, or other documenta- 
tion “clearing up” the point at issue. 
These documents, of course, become 
part of the Government’s file for all 
future purposes. 


Act I: The Temptation 


If the taxpayer, or his adviser, is con- 
cerned that the investigating Agent has 
opened up an area of danger to him, 
there is a real temptation to steer the 
Agent off the track. Diversion by silence 
is one thing; subsequent discovery that 
the Agent was deceived by his own in- 
attention, inertia, or lack of imagination 
will bring no penalty on the taxpayer. 
Even diversion by uttering an untruth 
based on ignorance of the facts may not 
be over risky. But diversion by an 
affirmative word or act which is un- 
truthful or misleading, and which the 
taxpayer knows to be such, is quite an- 
other thing. While the temptation to 


1 Beacon Brass Co., 344 U.S. 43. Also see For- 
man, 261 F.2d 181 (CA9, 1958), in which on 
the same proof the court of appeals changed its 
mind and ordered a new trial rather than a dis- 
missal, turning on the statute of limitations con- 
trolling a conspiracy running from the date of 
the making of false statements to an investigat- 
ing Agent rather than from the earlier date of 
the conspiracy to file the false tax return. 

218 U.S.C.A., Sec. 1001. In the 1948 revision of 
the Code, the false claims portion of the statute 
was separated and given a new number, 18 
U.S.C.A., Sec. 287. 

8 Cohen, 201 F.2d 386 (CA-9, 1953). 

# (a) Agents of the Federal Bureau of Investiga- 
tion: Stark, 131 F. Supp. 190, (DC Md. 1955); 
Levin, 133 F. Supp. 88, (DC Colo. 1953); Davey, 
155 F. Supp. 175, (DC N.Y. 1957). (b) Agents 
of the Wages and Hours Division of the Depart- 
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the. taxpayer or his adviser to resort 
to such a tactic in a tight spot is strong 
and understandable, the risk involved 
if the falsehood is later discovered, is 
very substantial. The taxpayer may find 
himself caught in a trap. 


Act II: The Penalties 


Scene 1. Tax Evasion: The Beacon 
Brass case! held that the crime of tax 
evasion may be committed by making 
false statements knowingly to investi- 
gating Agents long after the false tax 
return itself was filed, and that the six- 
year statute of limitations for prosecu- 
tion for tax evasion may begin to run 
from the time the false statement was 
made, rather than from the earlier date 
when the false return was filed. It is, 
therefore, clear that, since the investiga- 
tion may not commence until years after 
the tax return was filed, the making of 
false statements—oral or written—to the 
investigating Agents in effect opens a 
new six-year prosecution period from 
that date, unrelated to the prosecution 
period dated from the filing of the re- 
turn. This is, in effect, trap No. 1. 

Scene 2. Misrepresentation: A second 
and equally effective trap lies hidden in 
the fact that the false statements made 
to the investigating Agents may con- 
stitute a violation of a Federal statute 
other than that of tax evasion, namely, 
the age-old false claims statute which, 


ment of Labor: Moore, 185 F.2d 92, (CA-5, 
1950); Rolland, 200 F.2d 679, (CA-5, 1955); 
Cowart, 118 F. Supp. 903, (DC 1954). 

5 (a) The matter need not be material: Gross- 
man, 154 F. Supp. 813, 817, (DC N.J. 1957); 
Okin, 154 F. Supp. 553, (DC N.J. 1955); Silver, 
235 F.2d 375, (CA-2, 1956). (b) Holding that 
the matter must be material: Weinstock, 231 F. 
2d 699, (D. of Col. 1956); Freidas, 223 F.2d 598, 
(D. of Col. 1955). 

® (a) “‘Wilfulness” means with bad or evil mo- 
tive: Buckley, 49 F. Supp. 903, (DC 1943); (b) 
“‘Wilfulness” means no more than done deliber- 
ately: Hamber, 127 F. Supp. 925, (DC Mass., 


1955). 

7 Gilliland, 312 U.S. 86 (1941). 

8 See able and complete discussion of this prob- 
lem by U. S. District Court Judge Chestnut in 
Stark, supra. 


as amended in 1934 and as recast lan. 
guagewise in 1948 as a false statements 
statute, now reads as follows: 

“Whoever, in any matter within. the 
jurisdiction of any department or agency 
of the United States knowingly and will. 
fully falsifies, conceals or covers up by 
any trick, scheme, or device a material 
fact, or makes any false, fictitious or 
fraudulent statements or representa. 
tions, or makes or uses any false writing 
or document knowing the same to con. 
tain any false, fictitious or fraudulent 
statement or entry, shall be fined not 
more than $10,000 or imprisoned not 
more than five years, or both.’”’2 

There is no real doubt that a fraudu- 
lent statement or representation de. 
liberately made either to a Revenue 
Agent or to a Special Agent who is 
officially auditifg or investigating a tax 
return, with authority to make deter. 
minations, would be construed as having 
been made within the jurisdiction of 
the Treasury Department.’ If the Rev- 
enue Agent or Special Agent was only 
screening the situation, the case not hav- 
ing been “jacketed” at the time, there 
is a possibility, by analogy to some cases 
involving preliminary investigation by 
agents of the Federal Bureau of Invest 
gation and to other cases involving 
agents of the Wages and Hours Divi- 
sion of the Department of Labor, that 
the construction would be contrariwise4 

Must the false statement or representa- 
tion have been as to a material matter? 
As to falsifying, concealing, or covering 
up by any trick, scheme, or device, the 
answer is “yes” by. the clear wording ol 
the statute itself. But as to “any fals, 
fictitious, or fraudulent statements or 
representations” generally, the cases are 
divided.5 

Must the fraudulent statements have 
been made knowingly and willfully in 
the sense of there being a specific intent 
to evade tax with an evil purpose, or 
will the mere fact that it was done de 
liberately suffice? Here, too, the cass 
seem to be unclear,® although it b 
doubtful whether a jury would be é 
terred from convicting, all other ¢eé 
ments being present, solely on the basi 
of a broader or narrower instruction 0 
“willfulness.” 

The cases are uniform in _holdig 
that, since the 1934 amendment and 
dichotomization of the ancient fal 


claims statute, it is no longer necessall 
that a false statement result in monetiy 
loss to the Government. The gravamel 
of the statute is to prevent the “pert 
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sion of the administrative process,” not 
the loss of money.? In a tax case, then, 
a conviction could be sustained under 
this statute based on the making of a 
false statement to a Revenue Agent, 
even though the taxpayer proves that 
there is no deficiency in tax, which proof 
would be a complete defense if the 
charge were criminal tax evasion. 

A special word of caution to the tax 
adviser: The Federal Criminal Code 
makes the aider and abettor of a crime 
equally guilty with the principal. 
Therefore, an accountant or attorney 
who, acting for the taxpayer, knowingly 
falsifies a material matter to an investi- 
gating Treasury Agent runs the risk of 
indictment under this statute. 


Epilogue 

We have examined the temptation 
and sampled the sanctions. 

Arguendo, a legal obligation so to do, 
Treasury agents rarely warn the tax- 
payer that he should not talk or turn 





Innocent wife not liable for fraud pen- 
alty on joint return if return signed 
under duress. A return signed in blank 
by taxpayer-wife and filed by the hus- 
band as a joint return subjects the wife 
to full tax liability, including any addi- 
tions for fraud, notwithstanding that 
all the income was earned by the hus- 
band and that she was innocent of her 
husband’s fraud. The court reached this 
conclusion with great reluctance, since 
the wife was a victim of the very fraud 
that brought on the assessment. How- 
ever, it remanded the case to the Tax 
Court for further evidence on the ques- 
tion of whether the return was signed 
under duress. In so doing, it instructs 
the Tax Court to consider the duress 
question in the light of more recent 
cases. Furnish, CA-9, 12/22/58. 


Doctor’s income reconstructed from pa- 
tients’ cards. The Commissioner’s deter- 
mination of a doctor’s unreported in- 
come was based upon receipts from pa- 
tients reflected upon the patients’ cards, 
as shown in the audit of those cards by 
the doctor’s own accountant. Later, the 
doctor asserted that the Commissioner 
should have used the net worth method 
in making the determination and that 
that method would produce a_ lesser 
amount of unreported income. The Tax 
Court, however, upheld the Commis- 
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over evidence during an investigation 
and certainly they have no duty to warn 
the taxpayer that he must speak only the 
truth in what he says or in what he con- 
veys by way of documentation to the 
Agents. 

There is a real danger, however, in 
determining at what point during a long 
investigation, some of which may take 
on the air of complete informality, an 
off-hand remark by the taxpayer rises to 
the dignity of a “statement or repre- 
sentation” so as to bottom a later crim- 
inal charge if the remark so made is 
untruthful. It would be a risky business 
to hazard a guess as to what a court 
would do under the particular circum- 
stances.8 

The foregoing exercise in juridical 
offered on the theory 
(buttressed in practice) that few tax 
advisers, and far fewer taxpayers, are 
familiar with the lethal damage which 
after-discovered deliberate falsifications 


semantics is 


to Treasury Agents may do. ¥ 


sioner, stating that, although the net 
worth method is acceptable as a means 
of showing income if other more pre- 
cise methods are unavailable, it is less 
accurate in the present case than the 
method used. Fraud penalties were sus- 
tained since the amounts omitted were 
too large and the practice of under- 
reporting extended over too long a 
period to have been the products of 
mere error. This court affirms. Furnish, 
CA-9, 12/22/58. 


Computation of poultry dealer’s net 
worth sustained. The Commissioner de- 
termined deficiencies against a poultry 
dealer for the years 1952-1954 by the net 
worth method. The court sustains the 
computation and finds the Commissioner 
properly determined the inventory 
figure as of January 1, 1952, and the 
cash on hand balances at the beginning 
and end of each of the years in question. 
Albino, TCM 1959-1. 


Net worth method sustained, although 
returns were not fraudulent. The Com- 
missioner is held justified in using the 
net worth method to reconstruct the net 
income of taxpayer for the period 1945- 
1950. Taxpayer was engaged in the 
operation of pawnshops, the purchase 
and sale of realty, the scrap metal busi- 
ness and the purchase and sale of loose 
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diamonds, and failed to keep adequate 
books and records. However, the court 
finds the assessments for 1945-1948 are 
barred in the absence of clear and direct 
evidence of fraud and in the absence of 
proof that the unreported income (re- 
vealed by the net worth computation) 
was due to an omission of more than 
25% of gross income, rather than ex- 
cessive deductions on overstatement of 
cost of goods sold. Hurst, TCM 1959-6. 


Unexplained increases in net worth not 
proof of fraud. The Commissioner relied 
upon the net worth method in establish- 
ing the existence of unreported taxable 
income for each of the taxable years as 
the basis of his contention that tax- 
payer’s returns were fraudulent. Tax- 
payer, a former IRS employee, con- 
tended that his net worth increased as a 
result of gifts and an inheritance from 
his mother-in-law. The court finds that, 
on the issue of fraud, the Commissioner 
has not borne his burden of proof. With 
regard to some of the years there was no 
unexplained increase in net worth, while 
with regard to others in which there 
were unexplained increases in net worth 
there was a failure on the part of the 
Commissioner not only to prove a likely 
source of taxable income in addition to 
that reported, but also a failure to negate 
by clear and convincing proof all pos- 
sible sources of non-taxable income. 
Warren, TCM 1959-15. 


Gambler not liable for fraud penalty. 
The fact that a gambler with inade- 
quate books and records failed to report 
income over a period of two years and 
the fact that illegal activities represented 
a source of part of his income are not, 
standing alone, convincing evidence of 
intent to evade tax. The Commissioner 
is held to have failed to carry his burden 
of proof as to the fraud penalty. Devany, 
TCM 1959-8. 


Fraud not proved by showing only net 
worth increase and total tax paid |Non- 
acquiescence}. It was too late for the 
Commissioner to assess tax for the years 
here in issue unless he could prove 
fraud. The Commissioner was able to 
compute taxpayer’s net-worth increase 
for these years and the taxpayer agreed 
it was correct. However, the IRS had al- 
ready destroyed the returns for those 
years and could show only the net 
amount of tax paid. The majority held 
that the Commissioner had not met 
the burden of proving fraud—there is 
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no proof of the amount of income re- 
ported. Three judges dissented—the 
agreed net-worth-increase computation 
gives enough data on expenses and de- 
ductions to make it clear that the tax 
reported was arrived at by fraudulently 
omitting income. Moreover the tax is on 
net income and the Commissioner met 
the burden by showing a low net re- 
ported together with other facts of 
record (lack of books, etc.) which sup- 
ported the inference of fraud. Ruben- 
stein, 29 TC 261, non-acq. IRB 1958-51. 


Resort to bank deposit method deemed 
proper. Because of the inadequacy of 
taxpayer’s books and records, the Com- 
missioner is held justified in resorting to 
the bank deposit method to reconstruct 
taxpayer’s receipts from his operation 
of a drug business. The substantial and 
consistent understatements of income 
the use of fictitious entries and 
hidden bank accounts are held to evi- 
dence a fraudulent intent so as to put 
the deficiency assessments outside the 
statute of limitations. TCM 
1959-24. 


and 


Graves, 


*Evidence of fraudulent returns for 
others admissible though found in exam- 
ination of preparer’s own returns. When 
defendant’s tax returns were 
examined, the Agent introduced himself 
as being from the Intelligence Division 
and said that an investigation, rather 
than a routine 


income 


examination, was 
planned. Defendant offered to co-oper- 
ate, saying that, as one in the business 
of preparing tax returns, he knew what 
the Intelligence Division represented. 
He permitted the Agent to examine his 
copies of returns prepared for others to 
compare fees noted on them with his re- 
ported Thereafter defendant 
was indicted on 62 counts for assisting 
in the preparation of fraudulent income 
tax returns. He now seeks to have evi- 
dence he 


income. 


offered suppressed on the 
ground that it was involuntarily given 
since the Agent misrepresented his pur- 
pose in examining it. The court holds 
that defendant may not suppress the evi- 
dence thus There 
evidence of fraud or misrepresentation 
on the part of the IRS in stating that, 
at the start of the investigation, its only 
objective was an examination of de- 
fendant’s own returns. DuPont, DC 
Mass., 1/9/59. 


uncovered. was no 


Impaired mental faculties do not negate 
fraud. Decedent, a physician, reported 
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$9,800 of professional income on his 
1950 return, instead of the correct 
amount of $16,700. Comparable under- 
statements of income were made in his 
returns for 1951 and 1952. In his return 
for 1953, filed after he became aware of 
the fact that his returns were under in- 
vestigation, he reported his income ac- 
curately. The court holds that the fact 
that during 1951 the decedent was suffer- 
ing from arteriosclerosis, which might 
have impaired his judgment, does not 
negate the existence of a fraudulent in- 
tent in connection with his income tax 
return for 1950. Est. of Martin, TCM 
1959-20. 


Hotel operator’s income reconstructed 
by net worth. A hotel operator omitted 
substantial rent checks from income; 
took duplicate deductions, and reported 
on his returns an excess of deductions 
over the amounts recorded on the books. 
He also made bank deposits in several 
years in excess of the cash which ap- 
peared available therefor on the books. 
Use of the net worth method to deter- 
mine the correct income is held justified. 
The court also sustains fraud penalties 
for the years 1943-1946. Mills, CA-6, 
1/8/59. 


Amendments to net worth, introduced 
at trial, not accepted [Acquiescence]. 
Decedent, a doctor, failed to report sub- 
stantial professional earnings for the 
years 1944-1950, as evidenced by net 
worth computations. At the trial the 
Government asked to compute the in- 
come for certain years, not by net worth, 
but by applying an average fee to the 
number of hospital admissions and the 
number of office visits. The court holds 
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Employees’ trust may deposit funds with 
employer-bank. The deposit of trust 
funds of a bank’s employees’ profit-shar- 
ing trust in a checking account with the 
employer-grantor is not a “prohibited 
transaction” between the fund and the 
employer. Rev. Rul. 59-29. 


Non-profit corporation operating muni- 
cipal water system is tax exempt. Income 
received by a non-profit corporation 
which is substantially controlled by a 
city and which manages and operates a 
water system for the municipality is not 
subject to tax. Bonds issued to finance 
the purchase of the water system are 


that the Government did not sustain the 
burden of proof on this issue, there 
being obvious inaccuracies in the compu. 
tation. Schneider, 29 TC 940, acq., IRB 
1959-5. 


District court erred in enjoining tax 
collection [Certiorari denied]. One-half 
of 1942 taxes were forgiven when Con. 
gress adopted the pay-as-you-go system, 
In 1953 the Commissioner assessed addi- 
tional tax and fraud penalties for 1942 
and at the same time assessed the for. 
given portion of taxpayer’s 1942 tax, 
alleging fraud. The district court held 
that fraud in 1942 was not proved and 
enjoined the reassessment, the ordinary 
statute of limitations having run. The 
Fifth Circuit reversed. Except for un- 
usual cases involving equitable consid- 
erations, the Code permits no injunc 
tions. Curd, cert. den., 12/15/58. 


Reasonable cause doesn’t avoid under. 
estimation penalty. Although reasonable 
cause is a defense for failure to file an 
estimate under the 1939 Code, it is no 
defense to the penalty for substantial 
underestimation. The Tax Court is 
affirmed. [Under the 1954 Code there 
is a penalty computed on the amount of 
the underpayment only and there is no 
provision for remission for reasonable 
cause.—Ed.] McMurtry, CA-5, 1/29/59. 


Estimated tax penalties upheld. Failure 
to file declarations of estimated tax was 
not excused by the fact that taxpayer 
was told by his accountant that the 
penalty for failure to file was not being 
enforced by the Service. The penalties 
are, therefore, upheld. Stout, TCM 1959 
16. 


exempt TLR AAALA ATOR 


considered issued in behalf of the muni- 
cipality, and interest on them is exempt 
from tax. Rev. Rul. 59-41. 


Can’t qualify as exempt employees’ as- 
sociation if others can benefit. An a 
sociation providing for the payment of 
death, sickness, accident, or other bene- 
fits to persons other than employees and 
their dependents (such as individual 
proprietors, partners, self-employed per 
sons designated to administer the fund 
from which such benefits are to be paid) 
cannot qualify as a tax-exempt volulr 
tary beneficial 


employees’ association 


under Section 501(c)(9). Rev. Rul. 59-28. 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





Private pensions for self-employed face 


Senate opposition as imperiling revenue 


WASHINGTON REPORTERS SEEM TO AGREE 
that there is a very good chance that leg- 
islation permitting tax-deferred private 
pensions for the self-employed will be 
enacted this year. H.R. 10 (the Jenkins- 
Keogh bill) which passed the House last 
year, but died in the Senate Finance 
Committee, was reintroduced this ses- 
sion and received the expected approval 
by the House Ways and Means Commit- 
tee and by the House itself. The real 
test will come in the Senate. 

Chairman Byrd of the Senate Finance 
Committee supports Treasury opposi- 
tion because he foresees a revenue drop 
of about $365 million. Proponents feel 
that this estimate is far too high and 
argument that the self-em- 
ployed are most unfairly denied a tax 
benefit given to employees whose com- 
panies operate tax-favored pension and 
profit-sharing plans. The budget-minded 
opponents of private pensions for the 
self-employed are joined by some who 
oppose this particular bill because it 
does not permit employees whose firms 
do not have pension plans to set up 
their own private account. 


stress the 


Eligible investments 

The bill as passed by the House per- 
mits any self-employed person to deduct 
from his taxable income up to 10% of 
his self-employment earnings to a yearly 
maximum of $2,500, provided he puts it 
into certain specified types of retire- 
ment plans. The deduction could be 
taken for 20 years, permitting a lifetime 
deduction of $50,000. Persons over 50 
would be allowed to deduct more than 
$2,500; the limit for them is increased 
$250 for each year the taxpayer is over 
50 at the date of passage of the bill. No 
deduction would be allowed after the 
taxpayer reaches 70; the limitations on 
the investments eligible are such that 
distributions to the taxpayer must be- 
gin at age 70. 

Persons under qualified employee 
plans who later become self-employed 


will have their $50,000 lifetime total cut 
by $2,500 for each year for which they 
acquired vested rights under an employ- 
ees’ plan. 

Subject to the above limitations, de- 
duction will be allowed for amounts in- 
either restricted retirement 
policies or restricted retirement funds, 
both as defined in the bill. A restricted 
retirement policy is an annuity, endow- 
ment or life insurance contract (other 
than term) on taxpayer's life. Life insur- 
ance benefits may not extend beyond 
age 70 and the portion of the premium 
allocable to life insurance may not be 
deducted. The policy must be non-as- 
signable and must provide for an en- 
dowment or an annuity not later than 
age 70. The annuity may be joint and 
survivor for taxpayer and his spouse. 

A restricted retirement fund is a bank- 
trusteed fund limited to securities reg- 


vested in 


istered on an exchange, regulated invest- 
ment company stock, or Government se- 
curities. The trust may buy pure endow- 
ment or annuity policies for any of its 
members. The trust would be permitted 
to distribute income or corpus to its 
members at any time; however, it would 
be required to begin a program of dis- 
tribution at age 70, with at least 10% 
distributed annually, if an annuity is 
not purchased. 


Penalty on early distributions 

There are penalties on distributions 
while the taxpayer is living and under 
65. If the amount received is less than 
$2,500, the tax would be 110% of the 
tax that would otherwise result from in- 
cluding it in gross income. If it is $2,500 
or more, it would be not less than 110% 
of the tax that would have been in- 
curred had it been taken one-fifth in the 
taxable year and one-fifth in each of the 
preceding four years. Should the entire 
fund be received by the taxpayer in one 
year after he reaches 65, the tax is five 
times the amount the income tax would 
be increased by including one-fifth of it 
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in taxable income for the year. Borrow- 
ing against a retirement policy, if in ex- 
cess of one annual premium, would be 
treated as realization of income. Similar- 
ly, exercise of cash surrender rights or 
conversion of the policy would result in 
tax. 

Upon the death of a taxpayer, pay- 
ments under a restricted retirement 
policy would be treated, to the extent 
of the cash surrender value, as income 
to the beneficiaries. The excess, the pure 
insurance element, would not be subject 
to income tax. vw 


Insurance companies want to 
be trustees for deposit plans 


LEGISLATION HAS BEEN PROPOSED in New 
York State which would permit insur- 
ance companies to act as trustees for 
pension plans if the trust instrument 
provides that the plan’s assets are to be 
applied to the purchase of annuities for 
participants under the plan. At a hear- 
ing held in February by the State Sen- 
ate Committee on Insurance Rates and 
Regulation, the proponents of the bill, 
the insurance industry, explained that 
they did not seek legislative authority 
to administer fully trusteed plans un- 
der which no insured annuity is to be 
provided for the employees. However, 
they asked that insurance companies be 
allowed to act as trustees in any case 
where the primary purpose of the plan 
fund for the pur- 
chase of a guaranteed annuity from the 


is to accumulate a 
insurance company. 

Such legislation would permit the in- 
surance companies to hold the assets set 
aside to buy an annuity at retirement in 
a fund which could be invested in equi- 
ties and the income from which would 
be untaxed. The insurance companies 
have been losing out in competition 
with trusteed funds largely, they feel, 
because of the strict limitation on in- 
vestments legal for insurance companies 
and because income on their investments. 
is subject to tax. Hence they can offer 
policies and rates less attractive than the 
result that can be obtained by trustees. 
The ratio of trusteed plans to insured 
plans is now 60 to 40 as compared with 
50-50 in 1950. Opposition to the pro- 
posal came from New York State banks; 
they point out that insurance compa- 
nies, even if granted this power, would 
still be subject to the state Superinten- 
dent of Insurance, not the banking au- 
thorities. 

Life insurance companies may be put 
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in a somewhat more favorable tax posi- 
tion vis-a-vis trust companies if a pro- 
vision limiting the tax on their pension 
plan reserves, approved by the House 
Ways and Means Committee in Febru- 





Stock received in a settlement is taxable 
as compensation. Taxpayer was em- 
ployed by a corporation for a period of 
years at a stated salary plus 50% of its 
net profits. He owned no stock of the 
corporation. After the chief stockholder 
was killed in a plane crash, taxpayer 
was dismissed by the wife of the de- 
ceased. He brought suit claiming one 
half of the assets of the corporation less 
the amount of capital contributed by 
the stockholders. The settlement as 
finally agreed gave taxpayer the stock of 
the corporation plus $16,000 in cash. 
The court holds that the fair market 
value of the stock (which it finds equal 
to the net value of the corporate assets), 
plus the cash, constitutes taxable com- 
pensation for services previously ren- 
dered. Culhane, 31 TC No. 78. 


Pension plan benefits may be based on 
profit-sharing plan. An employer may 
use amounts contributed to an exempt 
profit-sharing plan and credited to the 
participants in a non-discriminatory 
manner as part of the 


sation” base for determining benefits to 


‘annual com pen- 


be provided under an exempt pension 
plan. There is nothing in the Code to 
prevent treatment of such profit-sharing 
contributions as compensation on which 
pension contributions are 
Rev. Rul. 59-13. 


computed, 


Profit-sharing plan for non-overtime em- 
ployees may be discriminatory. An em- 
ployees’ profit-sharing plan which limits 
coverage to employees who are not en- 
titled to overtime pay under the Fair 
Labor Standards Act will not automatic- 
ally satisfy the nondiscriminatory re- 
quirements for tax exemption. Rev. Rul. 
59-14. 


No taxable gain on appreciated real 
estate contributed to employees’ trust. 
Taxpayer contributed real estate to its 
employees’ trust and claimed a deduc- 
the market The 
property was used in the business and 


tion for fair value. 


was leased back at a rental that would 
amortize that fair value and in addition 


provide a fair return. The court ap- 


New compensation decisions this month 


April 1959 


ary, is passed this year. One-third of the 
earnings on reserves for qualified pen- 
sion plans would be exempted from tax 
in 1959, two-thirds in 1960 and all in 
1961 and subsequent years. wr 


proves the valuations and holds that the 
contribution did not result in a capital 
gain on the difference between cost and 
fair value at date of contribution. Tax- 
payer had no obligation to make a pay- 
ment; the revocation of qualification 
by the IRS after this suit was begun, 
on the ground that the plan failed to 
qualify because there was no obligation 
to make a payment, was, the court said, 
completely groundless. General Shoe 
Corp., DC Tenn., 1/13/59. 


Corporate minutes recognized as accru- 
ing liability for 30 monthly payments to 
employee {|Non-acquiescence]. To allevi- 
ate the financial hardship suitered by an 
employee who had an incurable cancer 
and who, because of his foreign service, 
was outside the ordinary pension plan, 
taxpayer, his employer, voted him in 
1953 the sum of $33,750 to be paid in 
installments over 30 months. Should he 
die, the payments would be made to his 
widow or her estate. The Tax Court 
held that the full authorized payment 
of $33,750 became an unconditional ob- 
ligation in 1953 and constituted a prop- 
erly accrued deduction for that year. 
Section 23(p), deferring a deduction for 
deferred compensation to the year of 
not apply 
amount authorized was not paid as com- 
pensation under a deferred compensa- 
tion plan. The court said that, while 
there was no legal obligation to pay 
created by the resolution of the board 


payment, does since the 


of directors, it was the final act which 
made definite and certain the amount 
payable. Champion Spark Plug Co., 30 
TC 295, non-acq. IRB 1958-51. 


Salary recovered through a private bill 
is back pay. The sum received by a 
Federal civil service employee in accord- 
ance with a private law passed by Con- 
gress to reimburse him for salary loss re- 
sulting from administrative error quali- 
fies as “back pay.” Rev. Rul. 59-48. 


*Back pay award taxable net of at- 
torney’s fees. Taxpayer agreed to take 
care of one Hunter during his remain- 
ing lifetime as an attendant and friend, 


in consideration of which Hunter agreed 
to make a will bequeathing to taxpayer 
one-fifth of his estate. Although tay. 
payer performed the services, Hunter 
died intestate. After filing a claim 
against the estate, taxpayer received a 
judgment for $120,000, based on a 
breach of contract by decedent. The 
Tax Court held the $120,000 is income 
and not a bequest, and this court affirms 
on this issue. However, the Tax Court 
also held that the $50,000, which the 
attorneys withheld as their fee, cannot 
be excluded from gross income, but is 
to be considered as an expense incurred 
for the recovery of income. Although the 
$120,000 may be allocated as back pay 
over the years earned, the related legal 
fees of $50,000 can be deducted only in 
the year paid since there is no statutory 
authority for a throwback of expenses 
connected with the collection of the 
back pay. With one dissent, this court 
reverses on this issue. Under Alabama 
law the contingent fee was the prop. 
erty of the attorneys and thus excludible 
from taxpayer’s gross income. Cotnam, 
CA-5, 1/23/59. 


Transfer of land to pension trust a 
proper contribution in kind despite 
leaseback [Acquiescence|. An employer 
conveyed land to its qualified pension 
trust, which accepted it as a contribution 
of $389,000. The land had a fair market 
value far in excess of that amount. Not. 
withstanding the leaseback of the land 
to the employer for a 20-year term with 
an option to repurchase, the court found 
the transfer was immediately and irre. 
vocably beneficial to the trust and al- 
lowed the contribution as a payment 
into it. Colorado National Bank of 
Denver, 30 TC 933, acq., IRB 1959-5. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and _ similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











Attorney, LL.M. .tax. law Columbia; two 
years’ diversified tax experience; desires 
tax position preferably with law firm in 
NYC area. Box No. 150. 
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UMULATIVE INDEX TO CURRENT TAX LITERATURE 


his cumulative index of all significant current practical tax material 


published monthly. It covers books, periodicals and pamphlets pub- 


Khed during the past four to six months (including The Journal of 


axation). It includes a subject index; index to cases, Rulings and 


ode sections; author index, and will in January and July include a 


1 of names and addresses of all publishers whose material is in- 
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NERAL—BOOKS 
vin J W ed., 1958 Major Tax Plan- 
ning, Matthew Bender Co., (Albany, 
H $14.50. Papers delivered at the 
University of Southern California 
‘School of Law Annual Institute on 
Federal Taxation. 
tkin S A & Beck D, Tax Avoidance 
vs, Tax Evasion, The Ronald Press 
o. (New York, 1958), 220pp, $10 
($8.50 on subscription) (Tax Prac- 
itioners Library). Features charts of 
voidance techniques litigated and 
ndings. 
man, R S, Arms Length Trans- 
ctions. The Ronald Press Co., (New 
1958) 169pp. $10.00. (Tax 
Features 
harts setting forth taxpayer’s argu- 
nents in each case opposite the find- 
ng. 
ale R S, Sound Business Purpose, 
he Ronald Press Co. (New York, 
958), $10.00. (Tax Practitioners Li- 
Features charts setting forth 
mae arguments in each case 
pposite the finding. 
hon J J, Ed., Working with the Rev- 
nue Code-1958, American Institute of 
‘PAs (New York, 1958), 238pp. Com- 
brought up to date from 
ournal of Accountancy Tax Clinic 
954-1958. 
ntgomery’s Federal Taxes, The Ron- 
ld Press Co. (New York, 1958), 
; $25.00. Clear and concise ex- 
Mlanation by taxpayers of national 
CPA form for business managers and 
Hnvestors as well as professional tax 
hen 
sselman R, Alexander’s Federal Tax 
Yandbook, The Michie Co. (Char- 
ottesville, 1958) 1261pp. $20.00 
bkin & Johnson, Current Legal 
‘orms with Tax Analysis, Matthew 
Bender & Co.. (New York) 4 vol., 
Mloose-leaf) $75. Legal forms, with 
pecial oughasis upon the alternatives 
Hictated by tax saving opportunities; 
movers partnerships, employment and 
ompensation, corporate organization, 
Hale of goods, business and stock sales, 
redit and finance, estate plans, wills 
nd will clauses, husband and wife, 
rusts, charities. 
mma, D J, Assignment of Income, 
whe Ronald Press Co. (New York, 
























3958), 131lpp, $10 ($8.50 on subscrip- 
ion) (Tax Practitioners Library) 
harts of justification of attempted 


ssignments and findings 

58's Major Income Tax Act—Law 
tnd Explanation, Commerce Clearing 
Biouse (Chicago, 1958), 128pp, $1.50 
poration 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
learing House (Chicago, 1958), 56pp 


2.00 


fividual’s 1959 Filled-in Tax Return 
rorms for 1958 Income, Commerce 
learing House (Chicago, 1958), 


pp $1.00 
leral Taxes 1959, Commerce Clearing 
ouse (Chicago, 1958), 1,248pp $17.50 


Ideas Manual, Prentice-Hall, (En- 
lewood Cliffs) 1958, 1280pp 
COUNTING—BOOKS 
enfield H & Griesinger F K, Sale- 


Leasebacks and Leasing in Real Estate 


nd Equipment Transactions, Mc- 
braw-Hill (New York, 1958), 107pp, 
15.00. Business, tax, legal and ac- 
ounting factors analyzed 

hier C, Lawyers Accounting 
~ok, Matthew Bender & Co., 
ork) 1 vol., $15. 

nley, New Rapid Tax Depreciation: 
low to Use It Profitably, Prentice- 
all (Englewood Cliffs) 
COUNTING—ARTICLES 


uments for 


Hand- 
(New 


financial statements’ 


Ixed. References which are removed after six months will ultimately 


& published in pamphlet form, cumulating for several years. 


showing liability for income tax de- 
ferred when accelerated depreciation 
is taken on the tax return, normal on 
the books. SEC AICPA pronounce- 
ments analyzed, Graham W J, JAc- 
count57, Jan59, llpp; similarly in 34 
AccR14, Jan59, 13pp 

IRS private ruling holds that rent paid 
for county-owned factory under Miss- 
issippi industry incentive program 
(BAWI) must be spread over life of 
a, Jones S N, 30MissLJ10, Dec58, 
pp 

Brief summary of new rules on amorti- 
zation of leasehold costs applicable to 
renewable leases; points out some 
difficulties for which Regulations 
should provide solutions, Mosher R G, 
JAccount30, Jan59, 2pp 

Development of theory of income tax 
allocation to years other than that of 
payment; criticism, Powell W, 29 
NYCPA21, Jan59, 10pp 

Summary of IRS position on leases with 
option to buy, Schaff D, 27Control70, 
Feb59, 2pp 

Tax planning at the end of 1958, 36 
Taxes988, Dec58, 6pp 

change of method 

Analysis, criticism of proposed Regula- 
tions especially adjustments required 
of taxpayers with inventories who 
erroneously used the cash basis. Shan- 
non G F 10JTAX94, Feb59, 4pp 

consolidation 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations. Dale E R, 11TaxExec158, 
Jan59, 1llpp 

tax benefit rule 

Court of claims adds to tax in year of 
recovery the saving in year of deduc- 
tion (written before IRS announce- 
ment it won’t follow this rule), 33 
TulLR247, Dec58, 6pp 

ALIMONY 


IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, Ip 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W B, 13CLUJ14, Winter58, 
12pp 

AUTHORS 


Author has few specific tax advantages 
but cases show some _ success. in 
spreading burden, translating income 
into capital gain, Bierman J D, 1957 
SymPrinceTaxIns95, 22pp 

How to spread author’s income back as 
well as forward, Gelband J F, 10 
JTAX105, Feb59, 4pp 

CAPITAL GAINS AND LOSSES 

Factors courts consider in deciding 
whether property is held for sale to 
customers or is a capital asset with 
special reference to real estate, Herz- 
berg A, 37TTaxes155, Feb59, 9pp 

What is sale? Cases on cancellations, 
extinguishments, collected & analyzed, 
Levy P A, 10JTAX212, Mar58, 5pp 

Evaluation of Lake decisions as throw- 
ing light on definition of capital 
gains, Smith A P, 10JTAX25 Jan59, 
2pp 

Brief comments summarizing the meth- 
ods available for converting into capi- 
tal the accumulated earnings of close 
corporation, earnings potential of real 
estate, other investments, Stock, L O, 
1957SymPrinceTaxIns144, 10pp 

COLLECTION OF TAXES 

liens 


Assistant to Regional Counsel explains 


Supreme Court cases dealing with 
Federal tax liens, Felton H W, 37 
Taxes45, Jan59, 16pp 

Ass’t Chief Counsel explains IRS view 
on present law of tax liens. Urges 
cautious, unemotional attitude toward 
changes. Best first step would be a 
restatement Of present law, prepared 
by law schools, Reiling H T, 36Taxes 
978, Dec58, 10pp 

Mortgages and Federal tax liens, sum- 
mary of law, cases; proposals by ABA 
committees for change, Wentworth D 
S, 14BusLaw551, Jan59, 7Tpp 

ABA recommends changes in priority 
of Federal tax liens, 10JTAX228, Apr 
59, 3pp 

Sp. Ct. Ball decision, 
lien to contractual, criticized as ex- 
tending “inchoate” rule too far, 33 
StJLR57, Dec58, 3pp 


transferee liability 

Explanation of Stern, Bess cases, Bar- 
ton W E, 37Taxes9, Jan59, 10pp 

Stern, Bess cases show need for legisla- 
tion to provide uniform result 
whether or not lien attaches before 
death, 57MichLR285, Dec58, 3pp 

Stern case analyzed; approved as per- 
mitting states to perfect their exemp- 
tion policies as socially desirable, 107 
UPennLR290, Dec58, 5pp 

Increases in inequity due to divergent 
state laws seen as result of Stern, 
Bess cases, 44CornellLQ278, Winter59, 
6pp 

COMPENSATION 


Collection of cases and rulings on tax- 
ability of fringe benefits, options, 
death benefits, Bloomenthal L R, 46 
CalLR173, Dec58, 13pp 

Unqualified plan for deferred compen- 
sation is best if unfunded; should 
include real contingencies, Pomeroy 
H, 10JTAX110, Feb59, 2pp 

Deferred benefits an undue tax ad- 
vantage to executives; earned income 
credit seen as only practical help to 
others, Schulman R A, 1957SymPrince 
TaxIns67, 16pp 

Comments on various fringe benefits 
allowable, Weisbard G L, 10JTAX54, 
Jan59, 4pp 

Practical questions and 
what to include in an insured de- 
ferred compensation agreement, 
Thornburg J F, 10JTAX171, Mar59, 


preferring tax 


answers on 


4pp 

Non-qualified deferred plans with par- 
ticular reference to life insurance 
funding, examples; tax aspects men- 


tioned, Lynch W B 12CLUJ305, Fall 
58, 2lpp 

stock options 

Explanation of the tax law with ex- 
amples, Jackson R L Jr., 12Va- 
Account9, Autumn58, 8pp 


CORPORATIONS—BOOKS 

Anthoine R, Corporate Tax Election to 
Pass Income and Loas to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Holland, Daniel M, The Income-Tax 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) T74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer's argument against the 
finding. 

CORPORATIONS—ARTICLES 


An over-all look at how tax incentives 
and deterrents affect business choices: 





debt v. equity, foreign trade, mergers 
with loss companies, Casey W J, 
1957SymPrinceTaxIns131, 13pp 


Analysis of attribution rules, and how 
they work; proposals for simpler and 
more equitable rules, Ringel F, Surrey 
S & Warren W, 72HarvLR209, Dec58, 
55pp 

Brief comment on 
1958 law, Salwen L B, 28NYC 
Dec58, 9pp 


changes made by 
SPAS81, 














accumulated earnings tax 

Analysis of issues raised in cases since 
1954; practical discussion of close 
corporation planning for redemption, 
esp installment purchases, uses of in- 
surance; implication in proposed regu- 
lations that investment even in un- 
related business is acceptable, Altman 
D, 36Taxes933, Dec58, 25pp 

Corporation redeeming stock not neces- 
sarily vulnerable; Tax Court’s one- 


year’s operating-expense test dis- 
cussed, Bachrach J C, 10JTAX84, 
Feb59, 4pp 


Tax Court attitude as shown in Pelton 
Steel, on = earnings 
threatens stock redemption plans, 
Frost F D 9JTAX324, Dec58, 6pp 


buy-sell agreements 

Brief review of fiduciary’s legal respon- 
sibilities under agreements; in prac- 
tice biggest risk is change in tax law. 
Frequent review vital. Cobb E L 97 
Tr&Est1172, Dec58, 3pp 

Review of cases involving income tax 
problems of insured agreements, val- 
uation problems for estate tax, Kehr 


K D & Zafft G M, 1958WashULQ 
398, 28pp 
close 


Tax problems of close corporation an- 
alyzed to aid in recognition, avoidance 
and solution from preincorporation 
planning to liquidation. Extensively 
footnoted to cases and articles. Topics 
discussed include: Incorporate or not? 
choosing capital structure; account- 
ing elections; compensation and in- 
surance problems; corporate divisions, 
shift in control; liquidating the busi- 
ness, Calkins H et al, 10WesternRLR 
9, Jan59, 113pp 

Review of tax problems facing typical 
close corporation as it grows, Teschner 
R 10JTAX13, Jan59, 4pp 

collapsible 

Courts, interpreting the badly drawn 
law, are going beyond the intent of 
Congress. Recent cases elaborately 
analyzed, compared. 1958 Law (Sub- 
chapter S and new 341(e)) grant re- 
lief most arbitrarily. Hasty legisla- 
tion, bad draftsmanship make inter- 
relation of these complicated provi- 
sions incomprehensible, Azelrad I I, 
36Taxes893, Dec58, 26pp 

Explanation of 1958 changes in the law, 
Gill B E, JAccount42, Jan59, Ip 

Exposition of 1958 change in law, 
Schueller H H, 283NYCPA875, Dec58, 
6pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

electing to tax income to owners 

Distributions by electing corporations 
need careful control, Alkire D L, 10 
JTAX132, Mar59, Ip 

Summary of law and points to watch, 
Bachrach J C, JAccount27, Jan59, 
4pp 

Accounting options of new corporation 
reason for incorporating partnership 
and electing, Butler S D, 10JTAX134, 
Mar59, Ip 

Exposition of the law, examples, Fiden- 
berg N, 283NYCPA865, Dec58, 10pp 

Over-65 self-employed may incorporate 
and elect to eet SS benefits, Gunnip 
F A, 10JTAX135, Mar59, Ip 

Way to lessen risk of hobby disallow- 
ance, Hardy D J, 10JTAX133, Mar59 

Automatic termination a real danger, 
Hart H H, 10JTAX138, Mar59, 1p 

Uses in family businesses, Hobbet R D, 
10JTAX136, Mar59, Ip 

Brief comments on various aspects of 
the election, Hoffman H H, 37Taxes 
21, Jan59, 8pp 

Brief consideration of the many un- 
answered questions raised by the law, 
Horwich W D, 37Taxes20, Jan59, 
llpp 

Used by service company, 

Kahn G J, 10 


personal 
architect, ad agency, 
JTAX130, Mar59, Ip 

Can increase state taxes, Kalupa R J, 
10JTAX137, Mar59, Ip 

Effect on real estate corporation elect- 
ing, but having election terminated 
because rents exceed 20° of gross 
income, Mandell H M, 29NYCPA66, 
Jan59, 2pp 

Comparison with partnerships; 
shifting: gross receipts hazards, 
tern P, 10JTAX131, Mar59, 2pp 

Outline of law, problems and the pitfalls 


income 
Mes- 


considered. (Talk delivered in Octo- 
ber, 1958), Mewer M E, 36Taxes919, 
Dec58, 6pp 





Dangerous to agricultural ventures if 
stockholders farm sn Neely F T, 
10JTAX135, Mar59, 











Explanation of the law and a few brief 
observations on interrelation with 
other chapters, Price K B, 14BusLaw 
329, Jan59, 22pp 

Not always desirable for loss corpora- 
tion, Reeves J L, 10JTAX137, Mar59, 


pp 

Short fiscal year savings, Richardson B 
K, 10JTAX133, Mar59, 1p 

Election can make 337 liquidation 
better, Sklar J, 10JTAX135, Mar59, lp 

Are disallowed T&E dividends to stock- 
holder-employees? Ruling awaited, 10 
JTAX89, Feb59, Ip 

Analysis, with examples, of application 
of Subchapter S; pitfalls indicated, 
Roberts S 1 and Alpert H H, 10JTAX 
2 Jan59, lipp 

Explanation of the law largely in terms 


of its legislative history, Williams L 
38NebLR323, Jan59, 15pp 
Explanation of the law, 1958UIILF461, 


Fall58, 6pp 
Few personal holding companies will 
qualify, 10JTAX19, Jan59, 2pp 
How to avoid hidden tax trap in divi- 
dends under Subchapter S election, 
9JTAX360, Dec58, 2pp 
Summary of law; consideration of inter- 
relation with other sections, especially 
collapsibles, liquidations, thin incor- 
poration 33StJLR187, Dec58, 2ipp; 
reprinted in part, 10JTAX223, Apr 
59, 2pp 
Summary of rulings by various states 
on effect of election on state tax, 37 
Taxes165, Feb59, 2pp 
Thin incorporation and subchapter S 
election as a solution, Manly R W 
9JTAX322, Dec58, 3pp 
Fringe benefits important in deciding 
whether to elect, 9JTAX376, Dec58, Ip 
formation 
Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 
liquidations 
337 liquidations no longer being ap- 
proved by IRS if buyer is related even 
to minority stockholders of liquidat- 
ing corporation; goodwill problems in 
337 liquidations, Mandell H M, 29 
NYCPA70, Jan59, 2pp 
12-month liquidation, explanation of law 
and 1958 changes; analysis of pro- 
posals for further change, 10SyrLR 
103, Fall58, 8pp 
multiple 
Advantages of multiple corporations; 
statutory bars assessed; cases re- 
viewed; taxpayer has good chance of 
success if he is careful, 6UCLALR 
136, Jan59, 8pp 
preferred stock 
Advisory Group retention of proposal 
to limit deduction for charitable con- 
tribution of 306 stock criticized, 10 
JTAX139, Mar59, Ip 
redemptions 
Mills Group proposals for changes in 
law analyzed, Donaldson J B & 
Hobbet R, 10JTAX222, Apr59, 2pp 
Meticulous analysis Zipp, Holsey, prede- 
cessor cases and IRS ruling policy 
(written before IRS announcement it 
will follow Holsey decision (CA-3)), 
Graham R F. 36Taxes925, Dec58. 9pp 
Was the Tax Court in Zipp and Holsey 
groping toward a new theory that 
redemption of one shareholder’s stock 
is a change in interests of others 
which is taxable? Cases on nature of 
income indicate such a theory could 
be upheld; such income would be capi- 
tal, not dividend, Singer A M, 38 
OregLR1, Dec58, 32pp 
Holsey approved; income will not arise 
until stock is sold, 34NotDamL134, 
Dec58, 3pp 
teorganization 
Tax problems in buying and selling cor- 
porate business; interests of each 
party; tax-free acquisitions; non-tax 
problems. Extensively footnoted to 
cases and literature, Colborn T R et 
al, 10 WesternRLR123, Jan59, 39pp 
Treasury position, as shown by un- 
published, as well as published, rul- 
ings on Section 355 separations; IRS’ 
— = ae on business purpose 
questioned, intz S C, 36T 
Dec58, 11pp te 
Brief statement of facts of cases which 
turned or whether there was a busi- 
ness purpose in dividing an existing 
corporation. Wardenburg a. Oe 
Taxesl49, Feb59, 6pp 
| —e stock 
rief explanation of the law, Cohen H 
B, 38NebLR338, Jan59, 3pp 
Explanation of law, Price K B, 14Bus 
Law350, Jan.59, 4pp 
Brief outline of law, 
JAccount34, Jan59, 1p 
Seen as solution to thin incorporation, 
guaranty, promoter problems, 33St 
JLR172,Dec58, 8pp 


Yinger R G, 


small business investment companies 
Personal holding company ruled ap- 
plicable to SBICs, 10JTAX142, Mar59, 


ip 

thin 4 

Tax Court seen as realistic; appellate 
courts too formalistic, Hellerstein J, 
10JTAX88, Feb59, 1p ; 

Subjective standards make test of thin- 
ness, proof, very difficult, new allow- 
ance for ordinary deduction on stock 
loss one way to avoid whole prob- 
lem, Kramer J O, 106JAccount48, 
Dec58, 4pp 

DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G&G EXPENSES—ARTICLES 


Examination of legislative history of 
early income tax acts shows tax on 
net income was intended; doctrine 
that deductions are a matter of grace 
assailed as inequitable and not based 
on original intention of Congress, 
Kaminsky M, 37Taxes137, Feb59, 10pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing, Undersecretary Scribner says, 
10JTAX217, Apr59, 2pp 

illegal 

Supreme Court disallowance of truck 
fines establishes public policy rule but 
gives no indication of scope, 33St 
JLR150, Dec58, 6pp 

research 

Pre-1954 cases and the law and Regula- 
tions under the new Code, Blake M F, 
29NYCPA32, Jan59, 16pp 

travel and entertainment 

Summary of law and recent IRS pro- 
nouncements, Powers E L, 10JTAX 
102, Feb59, 3pp 

T&E reimbursed expenses, salesmens’, 
professionals’, landlords’. Brief exposi- 
tion of deductible items, Hemmings 
A I TulTaxInst614, 1958, 33pp 

DEPLETION 


Analysis of recent Supreme Court cases 
on off-shore drilling, strip mining, 
percentage depletion for brick and 
cement. Confusion laid to court’s re- 
fusal to accept many cases and nar- 
row decisions on those it does accept, 
Laughlin, J Jr., 11TaxExec136, 
Jan59, 2lpp 
DEPRECIATION—BOOKS 
Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
161pp 
DEPRECIATION—ARTICLES 
Management’s quest for high reported 
profits (sometimes to support high 
bonuses) seen as reinforcement to 
IRS opposition to more realistic de- 
preciation, Barlow J, 10JTAX66, Feb 
59, 2pp 
Arguments in favor of capital gain, 
ordinary loss, on depreciable equip- 
ment sold, Bryson B O, 10JTAXTI1, 
Feb59, 3pp 
No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds of sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp 
New additional first year allowance ex- 
plained, Cohen H B, 38NebLR346, 
Jan59, 2pp 
Additional first year allowance ex- 
plained; comment on problems, Nor- 
cross J F, JAccount32, Jan59, Ip 
IRS Engineering Branch chief explains 
organization, policies, especially sal- 
vage and repair, Parker D S, 10 
JTAX69, Feb59, 2pp 
CPA comments on: records required, 
the declining-balance and salvage prob- 
lems, 150% for post-1954 used prop- 
erty; Hertz case, Robertson EF H 
9JTAX332, Dec58. 6pp 

Change in useful life concept to use by 
owner seen as required by allowance 
of capital gain on sale though Con- 
gressional intention to change is hard 
to find, 27GWashIR265, Dec58, 5pp 

Treasury may not issue new Bulletin F; 
policy is to stress user’s experience, 
Undersecretary Scribner says, 10 
JTAX216, Apr59, 2pp 

accelerated 

Tax saving opportunity in own-exper- 
ience useful life and no-salvage rule 
for declining-balance, Richter J H 
9JTAX338, Dec58, Ip 


EARNINGS G PROFITS 


CPA outlines methods of computing, 
working from book surplus. Leading 
cases summarized, Schwanbeck W J, 
10JTAX22, Jan59, 4pp 

Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 21IlICPA 
37, Winter58, 10pp 

Loss subsequent to distribution may 
make distribution not a dividend, 107 
JAccount84, 3pp 

EMPLOYEES 

meals, lodging G moving expenses 

Cases on business headquarters as home; 
the Tax Court temporary versus in- 
definite rule; Peurifoy case criticized 
as not providing answer to unsolved 
questions, 44Cornell LQ270, Winter59, 
9pp 

Peurifoy case, background, 
10JTAX107, Feb59, 2pp 

ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertaine?r’s high in- 
come, Kragen A J, 31SoCalifLR390, 
seep: similarly 10JTAX194, Apr59, 

pp 

ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Mstate and 
Gift Taxes, Prentice-Hall, (Englewood 


reviewed, 


Cliffs) 
Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 


(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 
Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 
ESTATES—ARTICLES 


Unique situation in which sale of ap- 
preciated property by elderly tax- 
payer during life will save estate tax, 
Low N, 10JTAX42, Jan59, 3pp 

Joint ownership cases show courts err 
in estate tax result when decedent 
had released in contemplation of 
death an interest which, if retained, 
would bring a prior transfer into the 
taxable estate. Author argues that re- 
lease in contemplation of death should 
bring entire value of property into 
estate, not merely value of interest re- 
leased, Lowndes C L B, 43MinnLR57, 
Nov58, 14pp 

Examination of Federal and state law 
and cases on who must be charged 
with Federal estate tax, Powell R R, 
1958WashULQ327, Dec58, 20pp 


Situations, family and financial, in 
which marital deduction wills are 
inadvisabie; simple clause proposed, 


Sammond F, 10JTAX44, Jan59, 2pp 

administration 

Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40. 1958, 14pp 

Summary of 1958 provision for install- 
ment payment of estate tax on closely 
held business, Mason J C 38NebLR 
340, Jan59, 6pp 

Examples of tax reductions by proper 
exercise of executor’s option to take 
certain expenses and deductions for 
either income tax or estate tax, Nus- 
baum R C, 4PracLaw51, Dec58, 8pp 

New privilege for paying estate tax on 
closely held business analyzed; seen as 
too restricted, Price K B, 14BusLaw- 
354, Jan59, 6pp 

Brief mention of some problems in 1958 
provision for installment payment of 
estate tax on closely held businesses, 
Rea F T, JAccount41, Jan59, 1p 

Brief statement of income tax effect, 
various items, estate’s income and 
deductions; elections; choice of year, 
Roabe R L TulTaxInst54, 1958, 10pp 

planning 

Example’s of CPA’s role, AICPA Comm. 
on Estate Planning, 105J Account55, 
No. 5, 8pp 

Comprehensive summary written for the 
client, the property owner; covers 
gifts. life insurance, trusts, Laikin G 
J, 98Tr&Est8, Jan59, 10pp 

Use of life insurance; tax aspects as 
well as consideration of types, 
amounts to carry, settlement options, 
Lesar H H, 1958WashULQ378, Dec58, 
18pp 

Trust tax rules provide opportunities 
for savings in dividing property 
rights into present and future in- 








ge eae ; 
sons with tax advantages 
ance, Lowenhaupt H C, x 
Jan59, 5pp 
Example of the use of a graph 
termine estate tax saved. by yy 
a gift of property, various 
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amounts, various tax brackets 

hoff RR, 1958WashULQus, pgoREIGN—AR 

3lpp; similarly 4PracLaw24, pugusiness | 

25pp rvard Worl 
Discussion of typical intra-family ,§j other source 


fers, particularly intervivos, that 
reduce income taxes for the p 
owner and his family now and jy 
retirement and for the estat 
heirs after death, Welsch G y 
JTAX144, Mar59, 2pp 7 
EXCESS PROFITS TAX—BOOKS 
Seid n. Seid: ’s Legislative 5 
of Excess Profits Tax Laws: 194, 
Prentice-Hall, (Englewood Cliffs) 
EXCISE TAXES 


Explanation of new constructiye 
price rules for manufacturer « 


ternational t 
TaxExec125, 
prporations € 
income to 01 
of income, 
9JTAX362, | 
Boggs 


Dp. 

for foreign 

Mar59, Ip 
ration 





w retroact 
foreign corp 
get dividend 
holding com 






























































































taxes, Litschgi B, 44ABAJi9 10JTAX244, 

58, 3pp come 
Treasury plans no change in preign —— 

including co-operative advertising tividend: 


Brainerd A 
JTAX33, Je 
ent cases 
sales of goc 
trine; hazar 


lowances in excise tax base, {j 
secretary Scribner says, 10JTAy 
Apr59, 2pp 
EXEMPT ORGANIZATION 
Doctors’ Offices in Hospital-Fi 
Buildings, Foundation for 
ment Research, Inc. (Chicago, 
40pp. Warning that such offices » 
“dissension among doctors, antag 
possible contributors and 
tax exemptions 
EXEMPT ORGANI ZATIONS—Anti¢ 
Obtaining an exemption as a bus 
league, especially lenders’ ex¢ 
Baumgartner E D, 10JTAX9%, 
59, 2pp 
Informed comment on IRS positi 
exclusive operations; grantor-f 
relations; appreciated property 
related income, accumulated e 
etc., Barnes W T 9JTAX348, p 
6pp 
IRS in exemption letter warns 
maintenance of a brokerage am 
may jeopardize exempt status, 
dell H M, 29NYCPA150, Febis, | 
contributions 
Gifts of remainder interest to ch 
life income reserved to donor, 
Regulations and rulings supp 
this popular and sometime }j 
advantageous disposition; «e 
..use of appreciated property, } 
L B, 97Tr&Est1168, Dec58, 4pp 
Choosing right property for ded 
gift can increase saving; trust 
mainder interests, etc., analyze, 
G E & Hammonds O W, 10JTAI 
Feb59, 4pp 
Cases on deductibility of bequest 
bar associations; if organization 
ries on non-exempt activities, 
should specify use, 37NCLR%, } 
4pp 
FARMERS—BOOKS 
Halstead H M, Federal Income Ta 
of Farmers, Committee on Conti 
Legal Education, (Philadelphia, 
129pp, $3.00 
FARMERS—ARTICLES 
Cases since Lewis limit its applic 
10JTAX182, Mar59, 2pp 
Capital gain on sale of top 
JTAX123, Feb59, Ip 
New first-year depreciation and s 
10JTAX123, Feb59, lpp 
Crop rentals as_ self-employment 


OOK 


first indust 
JTAX160, } 
tizens work 
returns, 10J 
purt’s treatn 
loss on fore 
from gain 

unrealistic, 


ief history 
to avoid do’ 
principles 

Lang W, 6¢ 
planation 

Mosher R G 
iticism of 

White artic 
37Taxes129, 
AUD—BOC 
Iter, H G 
Practitione 
tect His Cl 
tion, (New 
Articles or 
ournal of 
uide No. 

prtenson, | 
law, Bobdl 
dianapolis, 


srepresent: 
earries cri 
nd advis 
Statements 
TAX248, 
worth 
ief comme 
et worth, 
pf income, 
1958, 17pp 
preme Ci 
proved; p1 
ecessary 
LR161, I 
$s 
planation 
paid to ba 
F, JAccou 
parison 


retirement income, 10JTAXi!, 
p bid; ques 
Tests for reasonable profit expeti _. Nose 
58 6pr 


from hobby farm, 10JTAXS#, * 


gulations, 
son g 
rusts, Le 
pp 
OME—B 
Mdsay D | 
ross Inc 
ute (Nev 
xposition 
ode, reg 
lusions, ¢ 
reatment 
SURANCI 
Fede 
rance 
learing | 
bpp, $1.1 
SURANC| 
5 to folk 
WITAX9 
of ne 


,lp 
IRS won’t regard inventory of ca 
farmer decedent as creating ‘i 
in respect of decedent” whet 
Young J N 9JTAX355, Decd8, % 
IRS won’t tax patronage divident 
tificates; care in tax accounting 
9JTAX357, Dec58, lp 
FOREIGN—BOOKS 
Diamond W H, Foreign Taz and 
Briefs, Matthew Bender & (©, 
York) 1 vol., (loose-leaf) %& 
cludes service for one year. 
structure of 71 countries. 
International Tax Agreements, Vi. 
Columbia University Press, 
York, 1958) 384pp, $2.50, @ 
‘chronological listing 
Posner S I & Allan H J, Feder 
and Foreign Investments, 
Affairs Press (Washington, 3 
14pp, 50c. Easy to read; no «il 
introductory. 































R, & Uckmar V, The Tax Con- 
at hn. Between the United States 
and Italy, International Bureau of Fis- 
‘2% ca] Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 











rap i lication to U.S. tax law; 
by in pean lee, application to Italian 
Tous law. 

sie ygOREIGN—ARTICLES 





wae 
feel World Tax program outlined; 
other sources of information for in- 
ternational tax man, Barnes W S, 11 
TaxExecl25, Jan59, 10pp 

prporations electing to tax corporate 
income to owners must watch source 
of income, esp. FOB on _ exports, 
9JTAX362, Dec58, Ip 

ep. Boggs urges new tax 

















































incentives 


1 for foreign business, 10JTAX159, 
ey: Mar59, Ip 
rporation 3 f 
lew retroactive Regulation requires 


foreign corporation to file return to 
get dividends-paid’ credit for personal 
holding company tax, Silverstein, L, 
10JTAX244, Apr59, 2pp 

me 
aod income as royalty rather than 
dividend; tax factors. in_ choice, 
Briinerd A W & White V C, 10 
JTAX33, Jan59, Spp 
seent cases on source-of income of 
sales of goods, passage of title doc- 
© trine; hazards in acquisitions to avoid 
tax; IRS power to reallocate income, 
Cherin C, 11TaxExec105, Jan59, 20pp 
begs bill summarized briefly; some 
first industry reaction quoted, 10 
JTAX160, Mar59, 1p 
tizens working abroad must now file 
returns, 10JTAX161, Mar59, 1p 
burt’s treatment of importer’s gain or 
loss on foreign exchange as separate 
from gain on property critcized as 
unrealistic, 68YaleLJ497, Jan59, 15pp 
ixes 
ief history of international attempts 
to avoid double taxation, summary of 
principles underlying most treaties, 
Lang W, 6CANTJ447, Nov-Dec58, 6pp 
planation of carryback of credit, 
Mosher R G, JAccount29, Jan59, 1p 
iticism of calleculations in Brainerd- 
White article 36Taxes821, Owens E A 
$71Taxes129, Feb59, Tpp 
stat MRAUD—BOOKS 


Iter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
ournal of Taxation, “Practitioners’ 
Guide No, 3.” 

prtenson, E R, Federal Tax Fraud 
Law, Bobbs-Merrill Co., Ine., (In- 
dianapolis, 1958) 
AUD—ARTICLES 

actical advice to lawyer handling 
fraud investigations by IRS, Avakian 
S TulTaxInst349, 1958, 23pp 
srepresentation to examining agent 
arries criminal penalties to taxpayer 
nd adviser under IRC and False 
Statements Statute, Balter H G, 10 
JTAX248, Apr59, 2pp 

worth 

ief comments on items entering into 
met worth, bank deposit computations 













































ne Taxi 


Iphia, Sof income, Smith G A TulTaxInst331, 
1958, 17pp 
preme Court Massei holding ap- 


proved; proof of likely source is not 

ecessary if leads are negated, 33St 

LR161, Dec58, 3pp 

FTS 

planation of 1958 law adding tax 

aid to basis of property, Norcross J 

yyment @ > JAccount33, Jan59, 1p 

AX59, M@™varison of new Regulations with the 
bid; questionable positions pointed 

ut, Nossaman W L, 97Tr&Est1108, 

Dec58 6pp 

ors 

gulations, rulings answer some prob- 

ing ‘maee™S On gifts thru custodianships and 

whe aerusts, Lentz H T 9JTAX344, Dec.58, 

eché, ime? P 

videnés @#COME—BOOKS 

dsay D A & Burford S F. Items of 

7r0ss Income, Practicing Law Insti- 

ute (New York 1958) 72pp $2.00. An 

Exposition of the law, footnoted to 

ode, regulations, cases; covers ex- 

lusions, and income given special tax 

reatment. 

SURANCE—BOOKS 

Federal Taxes Affect Life In- 

rance and Annuities, Commerce 

learing House, Ine., (Chicago, 1958) 

bpp, $1.50 

SURANCE—ARTICLES 

© to follow Casale reversal, Maier L, 

L0JTAX90, Feb59, 1p : 

e of nearly matured policy; courts 


appli 
op sill 


and sa) 


expe 
X59, J 


of cash 












differ on capital gain, recent cases 
analyzed, 9JTAX370, Dec58, 1p 

Louisiana law affecting tax planning for 
family, business life insurance, Cahn 
L S TulTaxInst19, 1958 20pp 

Income & estate tax on- proceeds at 
death or before; gift tax; easy to read 
survey, Hatfield R F TulTaxInstl, 
1958, 18pp 

Approves Supreme Court holding that 
estate does not include life insurance 
policies purchased with annuities, but 
given away before death, 48MinnLR 

354, Dec58, 6pp; similarly approved, 

1958UTNLF480, Fall58, 5pp 

Cases on sale of nearly matured policy 
show need for definite statutory rule, 
37NCLR101, Dec58, 3pp 

Funded entity redemption plans less 
costly than cross purchase, but tax 
implications still unsettled. Dividend 
tax on premiums no longer a threat, 
but 531 tax on premiums and redemp- 
tion is, though cost can be computed. 
Dividend threat to remaining stock- 
holders at redemption seen as serious. 
6UCLA LR107, Jan59, 14pp 

Tax Court denial of interest deduction 
on loans prepaying premiums fore- 
shadows trouble for bank-financed in- 
surance plans devised to obtain tax 
advantage, 10JTAX149, Mar59, 2pp 

Variable annuity; nature, regulatory 
problems; taxation compared with 
mutual funds and ordinary invest- 
ments, 33StJLR118, Dec58, 12pp 


INTERNAL REVENUE SERVICE 

Systems Development Officer discusses 
present studies of electronic data 
processing for IRS and foresees wide- 
spread use in the near future, Wil- 


liams J K, 11TaxExeci70, Jan59, 
10 pp 
INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 

INVENTORY—ARTICLES 

CPA comments on difficulty of deter- 
mining cost and market, paucity of 
cases and rulings, concludes that con- 
sistency is most important principle, 
Johnson E C, 36Taxes866, Dec58, 3pp 

INVOLUNTARY CONVERSION 


Examples; exposition of law, Rev Ruls, 
Meyer C TulTaxInst301, 1958, 30pp 


LOSSES 


casualty 

Explanation 1958 rule that uninsured 
casualty losses on business property 
are no longer offset against capital 
gains on sales or involuntary con- 
versions of such property, Sanden K 
B JAccount38, Jan59, Ip 

OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, Tazation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

OIL, GAS AND MINERALS—ARTICLES 


Tax factors in organizing a new oil 
drilling venture: corporation or part- 
nership; Subchapter S election; de- 
duction for intangibles: locked in de- 
pletion, Appleman F B, 10JTAX242, 
Mar59, 2pp 

Analysis litigation culminating in Lake; 
implications of Lake, application to 
oil financing problems; clear, thorough, 
practical, Benjamin E Currier 
T S, 11TaxExec43, 39pp 

Explanation of the new ageregation 
rules in the 1958 Act, Hughes A E, 
JAccount36, Jan59, 3pp 

Mineral lease brokers; tax problems, 
especially “‘pool of capital’ concept, 
importance of records, canital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed: 
citations to literature. Jewett R K 
TulTaxInst264, 1958, 37pp 

IRS said to be taking position that only 
one payment may be reserved thus 
threatening capital gain on ABC deal, 
Simon S C, 37Taxes61, Jan59, 6pp 

Survey tax problems of investor: various 
interests explained: cases, IRS posi- 
tion critically analyzed: comnrehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

PARTNERSHIPS—BOOKS 

Aronsobn A J B, Partnersh‘ns, Prac- 
ticing Law Institute. (New York. Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Tazation of 


Partnerships, Little Brown & Co., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 


tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 





Willis, Handbook of Partnership Taza- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 

PARTNERS G PARTNERSHIPS— 
ARTICLES 


NY decision indicates professional part- 
nership has goodwill, must extend to 
anagem partner, 10JTAX52, Jan59, 

pp 

Importance of advance planning for 
wan tax treatment of payments to 
retiring partner, estate of deceased 
partner; suggested clauses, Kehr K D 
& Zafft G M, 1958WashULQ398, 28pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples; clauses 
for insurance funded agreements, 
MacKay H M, 13CLUJ53, Winter58, 
37pp 

Inequitable results of Code treatment of 
appreciated property contributed to 
partnership, or held at time of admis- 
sion of new partner, Mandell H M, 29 
NYCPAT72, Jan59, 2pp 

Advisory Group member explains pro- 
visions needing change and. illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

Problems arising on contributions of 
property, transfers of interests and 
liquidations; reference to proposals 
for change, Wood W B, 107J Account 
33, Feb59, 8pp 

PATENTS 


Tax treatment of inventors since 1950 
as compared with authors, Bierman 
J D, 1957SymPrinceTaxIns95, 22pp 

PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plana and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 

PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Description of function of actuary in 
developing and administering pension 
plans, 9JTAX372, Dec58, 2pp 

PERSONAL—BOOKS 

Casey W J, Mutual Funds and How to 


Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 


and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 

PERSONAL HOLDING COMPANIES 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 

PLANNING 


Summary of tax-saving devices, new 


and old, available to year-end tax 
planner, Freeman H A, 9JTAX358, 
Dec58, 3pp 

POLICY—BOOKS 


Blough, The Federal Taxing Proceas, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices 

Lent, G E, A Tax Proaram for Small 
Business, The Amos Tuck School of 


Business Administration. (Hanover. 
1958) 28pp, (bulletin. -free) 
POLICY—ARTICLES 


Consideration of the possibility of 
achieving tax reduction and increased 
equity as between taxpayers by re- 
moving income exemptions, limiting 
deductions, revising dependency tests, 
Atkeson T C, 1957SymPrinceTaxIns 
199, 16pp 





Economist asks some fundamental 
questions about other effects of tax 
incentives to encourage investment; 
stimulating, Eisner R, 1957SymPrince 
TaxIns154, 14pp 

Senator proposes limited deduction for 
dividends paid as only practical large 
scale relief for double taxation, 
Flanders R E, 1957SymPrinceTaxIns 
185, 4pp 

Intensive study of 
landlords, farmers, stockholders in 
Wisconsin reveals income reported 
for Federal tax varies from 30% to 
90% of actual, Groves H M, 11NatTax 
J291, Dec58, 12pp 

CIO research man outlines attitude 
toward division of tax burden now 
and under some proposals for ch 
Henle P,1957SymPrinceTaxIns82, 14pp 

Comparison of over-all tax structure in 
U. S., Canada and Britain, Kent H R, 
1957 SymPrinceTaxIns11, 23pp 

Examination of pricing policy of large 
businesses indicates that corporate 
tax is treated as cost and in postwar 
era entire burden was probably passed 


small group of 





on, Marberry C E, 11NatTaxJ323, 
Dec58, 12pp 
Changes in business taxation urged, 


Mosher R G, 10JTAX168, Mar58, 3pp 
Revenue cost and equity of variations 
in tax on different kinds of income, 
special deductions, hurried audit of 
too few returns adds to inequity, 
Surrey S S, 1957SymPrinceTaxIns34, 


24pp 

Rep. W. D. Mills outlines his program 
for tax revision to achieve simplicity 
and equity; prefers study by advisory 
groups, 10JTAX116, Feb59, 2pp 

PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore, How to Win a Taz Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 

Education, (Philadelphia, 


When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 

Chief counsel gives practical advice; 
getting your story into the IRS file, 
especially if the National Office is 
to be consulted, more changes in 
settlement procedure are inevitable; 
importance of carefully prepared re- 
quests for exemption, other rulings, 
Cantrell A M, 36Taxes853, Dec58, 
13pp 

Former attorney for Regional Counsel 
explains handling of examination of 
return by IRS: introductory, not 
technical, Crawford J, 30MissLJ22, 
Dec58, Tpp : 

Former attorney for Regional Counsel 
discusses new settlement authority, 
attitude and policy of Counsel and 
Appellate Division; advice to practi- 
tioners making settlement offers, 
Donnelly T J, 10JTAX76, Feb59, 3pp 

Forms 870-870AD analyzed. Warnings 
of pitfalls in their use, Freeman H A, 
10J TAX227, Jan59, 2pp ‘ 

Photographs will be excellent evidence 
in many tax cases: casualty losses, in- 
ventory damage, abandonment, de- 
molition, ete., Holzman R S, 37Taxes 
123, Feb59, 5pp ? 

Can refund claim be amended? What is 
rejection of claim? Code, some cases, 
summarized, Jordan G S, 25J BADCol 
603, Dec58, 9pp 3 

Inconsistency in IRS regions in com- 
puting interest and allowing install- 
ment payments when corporation files 
estimate and tax is higher, Mandell 
H M, 29NYCPA146, Feb59, 5pp 

Conference co-ordinator (Upper Man- 
hattan Dist.) outlines audit review 
and conference policies of his office, 
Olsen A F, 283NYCPA890, Dec58, 9pp 

Ass’t to chief counsel explains under- 
lying reasons for IRS litigation 
policy; copious reference to recent 
cases illustrating problems and how 
chief counsel solves them. Office or- 
ganization and liaison with Dept. of 
Justice covered, Treusch P E 
Taxes958, Dec58, 20pp 

New “right-to-know” law may require 
IRS to produce documents and permit 
agents’ testimony. Law, cases on privi- 
lege analyzed, Donaldson J B, 10 
JTAX38, Jan59, 2pp 








REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


RETURNS 


Forms developed by accountant for list- 
ing detail for individual, corporation 
returns, Drewes F H, 37Taxes37, Jan 


59, 8pp 

IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpp 

estimates 

Using withholdings to get safe esti- 
mates, 9JTAX377, Dec58, 1p 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 

SOCIAL SECURITY 


What changes in taxes, benefits, cover- 
age, purchasing power should be ex- 
pected in planning your retirement 40 
years hence, Kendrick B B, 183CLUJ 
5, Winter58, 9pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes found in- 
equitable. 

Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Anaylsis of the operation of actual and 
theoretical equalization formulas in 
producing equal educational expendi- 
tures in a selected Wisconsin area. 
Raises interesting theoretical ques- 
tions, Bolton D L, 11NatTaxJ354, Dec 
58, Tpp 

Review of leading cases and statutory 
changes in Pennsylvania 1958, Book- 
staver D R, 20UPittLR257, Dec58, 
2lpp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors: law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Survey of how the states are meeting 
the problem of estimating their ex- 
penditures and revenues, Myers E A, 
11NatTaxJ347, Dec58, 8pp 

New York 1958 legislation and cases 
summarized, Sellin H, 33NYULR1119, 
Dec58, 13pp 

Cases and statutory changes in Georgia 
in 1958, Spencer R T, 10MercerLR167, 
Fall58, 4pp 


income taxes 

Arguments for and against state with- 
holding; review of some studies of 
experience in withholding states, 10 
JTAX176, Mar59, 4pp 

Effect of Subchapter S election on var- 
ious state taxes, Stine G T, 10JTAX 
91, Feb59, 1p 

NY taxes distribution from unrealized 
appreciation as a dividend, Beckerman 
S H, 29NYCPA58, Jan59, 2pp 

Summary of comments by speakers at 
meeting on NY tax; allocation prob- 
lems, variances from Federal rules; 
changes in residence status, Blumen- 
berg S, 29NYCPA133, Feb59, 2pp 

N Y requires accrual on decedent’s final 
return; recent income tax changes, 
Dizon A J, 283NYCPA899, Dec58, 3pp 

Effect of Subchapter S election on NY 
franchise tax and stockholders’ NY 
income tax, Hanigsberg O, 23NYCPA 
825, 2pp 

Survey of all states: rates, exemptions, 
inclusions and exclusions, etec., Lina- 
men H F & Falls G, 10JTAX48, Jan 
59, 3pp 

Analysis of cases holding Washington 
income tax statutes contrary to state 
constitution, O’Conner J and 
Schillberg R E, 33WashLR398, Winter 
58, 22pp 

Allowing Federal tax as deduction 
makes state tax regressive and 
favors single persons over married 
and family heads. Elaborate an- 
alysis based on computations under 


various state laws, Sollie V J, 37Taxes 
169, Feb59, llpp 

Economists see serious burden on inter- 
state commerce if states are allowed 
to tax income of companies making 
sales inthe state, but with little other 
connection. Discuss Stockham Valves 
and Northwestern States cases then 
awaiting Supreme Court decisi 


ing accuracy of material they submit, 
10JTAX53, Jan59, lp 
Summary of authority unenrolled per- 
son to represent taxpayer for whom 
he prepared return, 10JTAX201, Apr 
59, 3pp 
Text of joint statement by NY State 
Bar and NY CPA Society forming 
ittee to investigate violations of 





Studenski P & Glasser G J, 36Harv 
LR77, Nov-Dec58, 15pp 

Economist criticizes proposed uniform 
Division of Income act, Wilkie J A, 
37Taxes65, Jan.59, 9pp 

Supreme Court upholds state tax on in- 
come of out-of-state company engaged 
in interstate commerce, 10JTAX232, 
Apr59, 4pp 

inheritance 

Analysis of proposals for change in 
Penna. transfer inheritance tax made 
by Joint Commission on Decedents’ 
Estates Laws with reference to fu- 
ture interests, 63DickLR147, Jan59, 


6pp 

intangibles 

Ohio ruling on stock of corporations 
electing under Subchapter S_ sum- 
marized, criticized, 18OhioCPA46, 
Winter58, 2pp 

intergovernmental immunity 
avy’s Deputy General Counsel dis- 
cusses recent Supreme Court cases 
upholding local property taxes on 
Government-owned plants; sees great- 
ly increased defense costs and need 
for legislation, Steger M H, 8CathU 
ofA13, Jan59, 10pp 

Murray case seen as ultimate step in 
limiting McCulloch v. Maryland, 30 
MissLJ80, Dec58, 3pp 

interstate commerce 

Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 


16pp 
property taxes 
Michigan administration, assessment, 


equalization described, Markle E S, 
24Assessors’ NL139, Dec58, 4pp 


Application of statistical techniques to 


appraisal; comment on previous 
studies, Renshaw E F, 11NatTaxJ 
314, Dec5b8, 9pp 

Current t lici and tech- 





niques analyzed, criticized, recent at- 
tempts at reform discussed. Need for 
legislative control seen. Extensively 
footnoted to cases and literature, 68 
YaleLJ335, Dec58, 3lpp 

sales tax 

Survey new collection methods all states; 
comments on need for industry re- 


porting, uniformity in laws, Miller 
E B 9JTAX364, Dec58, 4pp 
unemployment 
New Missouri reporting system called 


onerous, 9JTAX331, Dec58, lp 

STOCK MARKET OPERATIONS 

Summary of 1958 law changes which 
affect investors, Brach H, J Account39, 
Jan59, 2pp 

Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dizon A J TulTaxInst 
556, 1958, 60pp 

Brief statement of changes in 1958 Act 
affecting security transactions, Garian 
H Z, 29NYCPA50, Jan59, Tpp 

TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 


TAX PRACTICE—ARTICLES 


Factors in setting fees for personal re- 
turns; suggested form for recording 
office work on each return, Block M, 
28NYCPA904, Dec58, 4pp 

Transcript of interview with Judge 
Turner at ABA meeting; he explains 
powers, procedures of Tax Court, 
Bowen W H 37Taxes117, Feb59, 5pp 

Comparison of new. Circular 230 with 
the old (written before amendment 
to permit unenrolled persons to repre- 
sent taxpayers whose returns they 
prepared), Bozleitner L A, 37Taxes 
105, Feb59, llpp 

Questions to be inserted in accountant’s 
audit program to insure proper re- 
view of taxes. Arranged in balance 
sheet order, Fletcher W H, 32News 
B52, Nov58, 12pp 

CPA explains how his firm keeps time 
records, sets fees, bills and collects, 
Stevens W H, 26CalCPA26, Feb59, 


6pp 
IRS drops proposal to allow unenrolled 
person who prepared return to repre- 
sent taxpayer, 10JTAX81, Feb59, 2pp 
New Circular 230 to require practi- 
tioners to show diligence in determin- 


National Conference statement on 
proper tax practice for each profes- 
sion, 10JTAX186, Mar59, 2pp; also 
printed in 29NYCPA95, Feb59, 5pp 
corporate tax department 
Westinghouse VP describes development 
of its tax dept., responsibilities per- 


sonnel, Huggins E V, 10JTAX79, 
Feb. 59, 2pp 
TIMBER 


Discussion, written as though between 
tax expert and timberman, on how to 
run business to assure capital gain; 
safe methods; debatable IRS _ posi- 
tions, Briggs C W, 10JTAX236, Apr 
59, 4pp 

TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs. 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Mills group proposals for changes an- 
aa Craven G, 10JTAX204, Apr59, 
pp 

Brief review of fundamentals of trust 
taxation, Dukes G F, 97Tr&Esti185, 
Dec58, 4pp 

Trusts, tax sheltered investments, de- 
ferred compensation other ways of in- 
creasing after tax income, emphasis 
on finance rather than taxes, Gate- 
wood R P & Fairchild C M, 183CLUJ 
38, Winter58, l4pp 

Thought provoking comments on the 
practical disadvantages of Section 
2503, gifts to minors and of short- 
term trusts, Johnson J P, 36Taxes869, 
Dec58, 7pp 

Sale of life estate to remainderman 
offers opportunity for guaranteed in- 
come and other practical advantages; 
legal, tax problems discussed, Nims 
A L, 35ABAJ183, Feb59, 2pp 

Spray trusts, number of beneficiaries, 
power to pay out or accumulate in- 
come and invade corpus, standards, 
relationship of trustees. A bird’s-eye 
view of the possible combinations and 
comments on their practicability, 
Owen A A, 36Taxes876, Dec58, 7pp 

New Regulation adopts rule that 
whether income of a trust after 
termination but before final distribu- 
tions is taxable to the remaindermen 
depends on state law. Inequities of 
the old rule and implications of the 
new analyzed, Somers H P, 10JTAX 
208, Apr5d9, 2pp 

Louisiana Statutes permit trusts; should 
be used, Doyle F C TulTaxInst188, 
1958, 4pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

short term 

Review of law: seen as practical in very 
few situations other than support and 
charitable trusts, Grotheer J M, 
Tr&Estl2, Jan59, 4pp 

Failure to specify treatment of de- 
preciation can result in taxable in- 
come to grantor through limitation 
on depreciation allowed to beneficiary, 
Mandell H M, 29NYCPA151, Feb59, 
2pp 

UNEMPLOYMENT TAXES 


Political and legislative background of 
the 1958 temporary unemployment 


compensation act. Benewitz M C, 11 
NatTaxJ335, Dec58, 12pp 

Higher tax rates in New York,Ress S S, 
29NYCPA64, Jan59, 2pp 

Rulings in New York on question who 
is an independent contractor, Ress S 
S, 29 NYCPA144, Feb59, 3pp 








Review of cases on whether uno 
ment benefits should. be don, 
workex..who quits before g 30 
lay-off, 10JTAX246, Aprig, 2pp 
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Methods used in stockholden’ ,f ©"? Pte 
ments requiring close" corn cle 
stock valuation at death; adyay oy 12-m 


and disadvantages; estate and j 
tax consequences. Periodic 
valuation seen as best method, ¢ 
M H, 13RutgersLR293, Winters, 
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Arnfeld—insurance—sale; cases 
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explanation; Stern 
Blumenthal—trusts—taz 
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Evans—trusts—sale 948—oil, | 
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Pelton Steel Casting—corp, ace 
Tax; corporation; ins—funded 
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cases 
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iculow; 
first word below is the name of an 
onsol—“jiior whose work is indexed herein ; 
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ral—nemsecond word is the major heading 
ion—o@ier which his work is listed ; the third 
the minor heading, and the last 
(italicized) is the first word of 
index entry of the article by that 
r. 
't rewiGPA Comm. on Estate Planning— 
n—IRS Mtate plan—examples 
-—Supreitre- -D L—corp, elect—distributions 
1—s), Mert H H—corp, elect—analysis 
an D—corp, ace earn—analysis 


“aan Mleman F B—oil, gas and mineral— 
und Oo on T C—policy—consideration 
i 


Bachrach J C—corp, ace earn—corpo- 
ration; corp, elect—summary 
Balter H G—fraud—misrepresentation 
Barlow J—depreciation—management’s 
Barnes W S—foreign, bus—Harvard 
Barnes W T—exempt org—informed 
Barton W E—coll, trans liab—explana- 
tion 
Baumgartner E D—ex org—obtaining 
Beckerman S H—s&l, inc—NY 
Benewitz M C—unemp tax—-political 
Benjamin E B—oil, gas & min—analysis 


Bierman J D—patents—taz; author— 
author 

Blake M F—ded & exp, research— 
pre-1954 


Block M—tax practice—factors 
Bloomenthal L R—comp—collection 
Blumenberg S—s&l, inc—summary 
Bolton D L—s&l—analysis 

Bookstaver D R—s&l—review 

Bowen W H—tax prac—transcript 
Boxleitner L A—tax prac—comparison 
Boydstun F W—depreciation—no 


Brach H—stock market operations— 
summary 

Brainerd A W—foreign, income—for- 
eign 


Briggs C W—timber—discussion 
Brown L B—ex org, contribu—gifts 
Bryson B O—depreciation—arguments 
Butler S D—corp, elect—accounting 


Cahn L S—insurance—Louisiana 

Calkins H et al—corp, close—tax 

Cantrell A M—procedure—chief 

Capps A T—est, admin—ezecutor’s 

Casey W J—corp—an 

Cherin C—foreign, inc—recent 

Cobb E L—corp, buy-sell—brief 

Cohen H B—depreciation—new; 
secl1244 stock—brief 

Colborn T R et al—corp, reorg—tax 

Conner E D—s&l—defense 

Craven G—trusts—Mills 

Crawford J—proc—former 

Currier T S—oil, gas & min—analysis 


corp, 


Dale E R—acct, consol—recent 

Dederick C G—s&l—-selecting 

Dixon A J—stock market operations— 
wash; s&l, inc tax—NY 

Donaldson J B—proc—new; corp, redem 
—Mills 

Donnelly T J—procedure—former 

Doyle F C—trusts—Louisiana 

Drewes F H—returns—forms 

Dukes G F—trusts—brief 


Eidenberg N—corp, elect—exposition 
Eisner R—policy—economist 


Fairchild C M—trusts—trusts 

Falls G—s&l, inc—survey 

Felton H W—coll, liens—assistant 

Flanders R E—policy—Senator 

Fletcher W H—tax prac—questions 

Freeman H A — planning — summary; 
proc—forms 

Friou R E—s&l, inter com—recent 

Frost F D—corp, acc earn—Tazx 


Garian H Z—stock market oper—brief 

Gatewood R P—trusts—trusts 

Gelband J F—authors—how 

Gill B E—corp, coll—explanation 

Glasser G J—s&l, inc—economist 

Graham R F—corp. redem—wmeticulous 

Graham W J—acc—arguments 

Grotheer J M—trusts, short term—re- 
view 


Hammonds 
choosing 

Hanigsberg O—s&l, inc—effect 

Hardy D J—corp, elect—way 

Hart H H—corp, elect—automatic 

Hatfield R. F—insurance—income 

Hellerstein J R—corp, form—problems; 
corp, thin—Taxz Court 

Hemmings A I—deductions, T&E—T&E 

Henle P—policy—CIO 

Herzberg A—capital gain—factors 

Hobbet R D—corp, elect—uses; 
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